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FISCAL POLICY IN A DEFENSE ECONOMY 


ROY BLOUGH* 


N LATE AUTUMN 1950, the un- 
certain character of the interna- 
tional threat presented the possibility of 
three alternative lines of future de- 
velopment: (1) The international ten- 
sion might develop into full-scale open 
war, calling for a maximum military 
effort accompanied by extremely large 
Government expenditures. (2) The 
international tension might subside and 
a general settlement be achieved per- 
mitting major reduction in the level of 
military spending. (3) The interna- 
tional tension might remain high for a 
long period of time with no major 
fighting but with a high level of de- 
fense expenditures. Official policy was 
based on this last assumption. The kind 
of economy that would be consistent 
with such a military and expenditure 
policy may be designated the “ defense 
economy.” * 
A defense economy is a matter of de- 
gree; we have been living in a low-pres- 


* The author is a member of the Council of Eco- 
nomic Advisers to the President, and professor of 
economics and political science at the University of 
Chicago, on leave. 

1 This article was written before the Chinese en- 
trance into the Korean war and the President’s 
proclamation of national emergency. 


sure defense economy ever since we 
moved out of the war economy. We 
are faced, however, with a much larger 
defense program than was in effect dur- 
ing the several years prior to the Korean 
outbreak in late June, 1950. How 
much larger the defense program will 
be is not known at the time of writing, 
and perhaps in the nature of the case 
the program cannot be counted on to 
remain stable. Accordingly, the dis- 
cussion must be more general than 
would be feasible if definitely scheduled 


expenditure figures were available. 


Economic Problems of a Defense 
Economy 


The economic effects of a military 
program depend largely on its size and 
the speed of its growth. Size is im- 
portant because it determines what pro- 
portion of the economic power of the 
nation must be devoted to the defense 
effort. The speed at which the pro- 
gram is executed is important because 
speed affects the rigor of the economic 
adjustments which must be made. A 
slow rate of growth in the defense pro- 
gram might be matched by the increase 
in the total productivity of the econ- 
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omy, so that no general cuts would be 
required in supplies to civilians. A very 
rapid rate of rearming would necessi- 
tate sudden adjustments and therefore 
require civilian sacrifices and drastic 
controls, and might cause unemploy- 
ment and a low level of production in 
some areas. The steps taken to deal 
with economic problems arising out of 
an enlarged military program depend 
also on how long the program is ex- 
pected to last. In the present situation 
the assumption is that it will last for a 
long time. 

Public attitudes in the defense econ- 
omy are important because no method 
of solving the problems which military 
expenditures raise can be successful 
without a large measure of public co- 
operation. During the war, the public 
supported the war effort and the sacri- 
fices and restrictions required by it, 
with great intensity and unanimity. 
The same patriotic attitude toward the 
lesser requirements of the defense effort 
will go far toward making it a success. 
It is disquieting to see minor incon- 
veniences resulting from steps thus far 
taken blown up into the appearance of 
major injustices. Unfortunately, in a 
long-drawn-out defense effort, it is not 
likely either that attitudes of wartime 
intensity can be achieved or that they 
could be maintained if they were 
achieved. This fact gives rise to a 
major difficulty for economic policy in 
the defense period, because it means that 
some stabilizing measures which would 
be very useful may be unavailable be- 
cause the public attitudes necessary for 
their successful application: do not exist. 

The defense program poses three 
major economic problems. The first is 
to move quickly toward achieving ade- 
quate production of materiel required 
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for the arming and expansion of mili- 
tary, naval, and air forces and for civil- 
ian defense. In part, this is a problem 
of stepping up production in plants 
already engaged in producing military 
goods. In part, it is a matter of re- 
opening plants which have been kept in 
reserve since the war. And in part, it 
is a matter of diverting raw materials, 
plants, and labor from military to civil- 
ian production. Still another economic 
problem raised by the defense effort is 
to increase the total productive power 
of the whole economy. Production and 
the capacity to produce are basic sources 
of both military power and a strong 
civilian economy. The larger the rate 
of growth of productivity, the less the 
impairment of the civilian standard of 
living required to achieve the necessary 
defense production. In a full-scale war, 
the military requirements on the one 
hand and the immediate demands for 
consumption on the other would so ab- 
sorb the whole national production that 
little if any residue would remain to 
provide for growth in productive 
power. With defense expenditure 
greatly below the levels of full-scale 
war, however, there is opportunity to 
expand productive power, for example, 
through increased investment and re- 
search. 


Contribution of Fiscal Policy 


Fiscal policy can contribute, at least 
in a minor way, to the solution of these 
problems of expanding defense produc- 
tion in particular and over-all produc- 
tive power in general. Government or- 
ders and expenditures put the industrial 
machine to work on defense production. 
Taxation can furnish the money, which 
is obviously important, although a lack 
of tax revenue would not likely stand 
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in the way of spending for defense. 
Allowance of accelerated depreciation 
for tax purposes can serve a useful pur- 
pose in facilitating necessary plant ex- 
pansion, but its inequities are such that 
it needs to be used carefully and spar- 
ingly. The growth of the economy in 
general can be aided in this period 
through a tax policy that avoids re- 
pressing economic incentives and en- 
courages investment. However, in- 
creases in investment, although they 
enlarge future supplies, are made at the 
expense of current consumption, so that 
taxes which encourage investment must 
also discourage consumption if infla- 
tionary pressures are to be diminished. 
This may raise acute problems if con- 
sumers generally press for a high and 
rising level of consumption and are un- 
willing to have it reduced. This brings 
us to the problem of maintaining a sta- 
ble economy in the face of strong in- 
flationary pressures. It is in dealing 
with this problem that fiscal policy can 
make a major contribution. 

Maintaining a stable economy, and 
particularly stable prices, is an imme- 
diately urgent and immensely difficult 
task. The problem is essentially one of 
maintaining a balance between civilian 
supply and civilian demand. Restric- 
tions will certainly be necessary in 
civilian supply of commodities made of 
copper, aluminum, steel, rubber, and 
other critical materials. Civilian sup- 
ply in general also may have to be re- 
duced if the increased requirements of 
defense production exceed the growth 
of total production. Thus, despite total 
increases in production, civilian supply 
cannot be expected to show much in- 
crease and is likely to decrease. 

Civilian demand, however, may be 
expected to increase. Each dollar of in- 


creased production is reflected in a dol- 
lar of increased income which, in the 
absence of preventive measures, is 
available for spending. Moreover, if 
consumers expect shortages or rising 
prices, they may use their savings as a 
source of spending power, and seek to 
borrow for the purpose of buying dura- 
ble consumer goods and housing. Busi- 
nessmen, anticipating the increase in 
governmental and private buying, may 
seek to expand their inventories and en- 
large their facilities. All of these ele- 
ments combined point to demands for 
civilian goods and services substantially 
in excess of supply. In the absence of 
preventive steps, this would lead to an 
increase in prices that would likely be- 
come an inflationary spiral, since higher 
prices would lead to higher wages and 
larger incomes generally which, in turn, 
would lead to still further consumer and 
business demand, higher prices, and so 
on. The resulting price inflation would 
probably be more nearly the creeping 
than the runaway variety. There is 
evidence that this process has already 
started. 
Evils of Inflation 

One of the effects of inflation is to 
serve as a substitute for taxation. The 
manner in which inflation distributes 
burdens among the population has 
sometimes been compared favorably to 
the distribution of burdens by certain 
forms of taxation. There is this im- 
portant difference. Taxes can be re- 
duced when the need for them declines. 
But, once the price and cost structure 
has become integrated at a higher price 
level, any effort to achieve a substan- 
tially lower price level is likely to result 
in unemployment and depression, caus- 
ing greater social losses than the social 
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gains which lower prices would confer. 
The only way to cure an inflation is to 
prevent it. 

But why should we be afraid of in- 
flation? Does it not increase our in- 
comes? The increase is purely illusory 
for the nation as a whole, and the re- 
distribution of wealth and income that 
results from inflation is economically 
undesirable and may be socially danger- 
ous. Inflationary price rises would im- 
pair the relative and absolute economic 
positions of persons and institutions 
with relatively fixed incomes or assets 
of fixed money value. The members of 
the armed forces, millions of persons 
living on pensions and insurance, and 
other millions receiving salaries and 
wages that move siowly would be 
particularly hurt. Educational and 
charitable organizations would face a 
discouraging accentuation of the tre- 
mendous problems which wartime and 
postwar inflation have placed upon 
them. 

The distributional effects of inflation 
may lead some economic groups to cal- 
culate that on balance they would gain 
from inflation and that, if some other 
group lost, it would be no concern of 
theirs. But the effects go far beyond 
the distributional. The distortion of 
incomes caused by inflation would 
channel production into unusual and 
unsustainable patterns, thus opening the 
way for later depression. The money 
cost of the defense effort would rise. 
Public morale would be deeply shaken 
by the shock of a declining value of 
money. There would be danger that 
eventually—in other countries, for- 
tunately, it has usually been long de- 
layed—there might be a failure of pub- 
lic confidence in the future of the 
dollar, with disastrous consequences for 
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all economic groups. Any large or con- 
tinuing rise of prices would be a major 
blow, especially coming so soon after 
the price increases during and after 
World War II. 

It is imperative, therefore, that there 
be the strongest possible resolve within 
the Executive Branch of the Govern- 
ment, in the Congress, and by the pub- 
lic that extensive inflationary price rises 
shall not happen again. There must be 
better understanding of why they hap- 
pened before. And there must be a 
willingness for business, agriculture, and 
labor to see the rosy outlook of rising 
money incomes fade out into the grim- 
mer picture of hard realities. 


Alternative Methods of Preventing 
Inflation 

The increase of total production is 
often proposed as an important method 
of preventing inflationary price rises, 
but it is only a partial solution. If pro- 
duction increases because more persons 
are employed or they work longer 
hours, the workers receive larger in- 
comes as do businessmen and suppliers 
of raw materials. These increased in- 
comes create greater consumer and 
business demand. But the increase in 
supply, generally speaking, is required 
for defense and is not available to ful- 
fill civilian demands. Thus, inflation- 
ary pressures continue, despite larger 
production. 

Aside from expanding production, 
there are three general methods of fore- 
stalling inflationary price rises. The 
first is taxation, which takes money 
away from people, thus decreasing their 
ability and willingness to try to buy 
more than exists to be bought. Taxa- 
tion is essential to the continued success 
of all other methods of preventing in- 
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flationary price rises. The second 
method is to prevent current incomes, 
past savings, and newly created credit 
from being spent. Controls on credit 
help to achieve this result. Allocations 
and rationing may also be used in ap- 
propriate circumstances. It is very im- 
portant also to persuade people that it 
is in their individual interest and the 
public interest to save more and spend 
less. But forestalling inflationary price 
rises through prevention of spending 
presents a threat of inflation for the 
future when the barriers to spending 
have been lowered. 

The third method of blocking infla- 
tion is to prevent incomes from rising, 
thus preventing an increase in demand. 
This function is performed directly by 
price controls, including wage controls, 
and indirectly by all other methods 
which prevent price increases. In- 
creases in the prices of products and the 
factors of production are increases in 
the incomes of the sellers. If and when 
other methods fail, direct controls of 
the prices may be used to prevent in- 
comes from rising. In the process, of 
course, market forces are interfered 
with and damage may be done to the 
functioning of the economic structure, 
unless at the same time the suppressed 
demand is reduced by taxation or other 
measures, Still, it must be recognized 
that direct price controls have worked 
in the past, and are tools to be kept at 
hand in case other methods do not 
succeed. 

It should be stressed that none of the 
methods of forestalling inflation creates 
the burden of the defense program. 
That burden is produced by the re- 
quirement that resources and manpower 
be withdrawn from the production of 
civilian goods and services at the same 


time that money incomes are being en- 
larged by increases in total production. 

The view that tax increases are the 
foundation of any program for pre- 
venting inflationary price rises is based 
on the proposition that taxation is an 
effective anti-inflationary measure. 
During the last war many people, in- 
cluding some members of Congress, 
maintained that the appropriate way to 
fight inflation was by price controls and 
that the function of taxes was the nar- 
row one of raising revenue. The public 
demand for general price controls at the 
outset of the Korean crisis may have re- 
flected a continuation of that view. 
We may recall also that in the contro- 
versy over tax reduction in 1947 and 
1948, some members of Congress main- 
tained that taxation was inflationary 
rather than deflationary. Yet, if there 
are any doctrines that economists uni- 
versally believe, one of them is surely 
that two basic remedies for inflation are 
reductions in government expenditures 
and increases in taxes. 

Of course, every effort should be 
made to reduce government expendi- 
tures. There is no excuse for ineffi- 
ciency in government at any time. Ef- 
ficiently run government programs may 
be worth what they cost, more than 
they cost, or less than they cost. Pro- 
grams in the last group, of course, 
should not be undertaken. But deter- 
mining the worth of governmental 
programs to various segments of the 
public is an economic and even a philo- 
sophical problem of no small dimen- 
sions. It will be agreed, however, that 
some programs which are clearly worth 
while in a period of relaxed peace may 
have to give way when the pressure on 
the economy of defense requirements 
rises as it is rising today. Changing 
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times affect the relative importance of 
different governmental programs. Of 
course, opinions differ about how im- 
portant certain programs are. 

Substantial reductions in nondefense 
expenditures have already been made. 
Further reduction of expenditures for 
government programs that have a low 
priority can be made, if the public sup- 
port of reduction is forthcoming. Gov- 
ernment programs are not spawned by 
a few wilful men. They result from 
pressures by large groups of voters. 
Our political system is not well adapted 
to resisting such pressures. The effort 
to reduce government expenditures 
which do not promote the productive 
power and public morale of a defense 
economy is laudable, but not too much 
should be expected to come from it. 

Heavy reliance in fighting inflation 
must be placed on tax increases. An 
increase of taxes in a time like this does 
mot create new economic burdens. The 
defense program has created them al- 
ready. All that the higher taxes do is 
to distribute the financial burden at 
once and finally. Taxation is superior 
to other methods of preventing infla- 
tionary price rises in important respects. 
It does not interfere with the operation 
of market forces. It does not present 
the threat of future inflation. It dis- 
tributes the financial burden at the 
same time the economic burden must 
inevitably be borne. It protects the 
men and women of the armed forces 
from the ironic unfairness of fighting a 
war and coming home to pay for it too. 
Taxation is the normal method of pro- 
viding funds for government expendi- 
tures. In the absence of very good rea- 
sons, the total cost of the defense pro- 
gram should be paid as we go, out of 
current revenue. 
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The general acceptance today of the 
objective of paying for the defense ef- 
fort through current taxes represents a 
great advance in public sentiment over 
that existing ten years ago. In 1940 a 
very small defense program was fi- 
nanced by borrowing which was to be 
repaid over a five-year period. It is to 
be hoped that the advance represents a 
permanent gain. Almost everyone is 
now for pay-as-you-go. The test is 
whether pay-as-you-go will still be sup- 
ported when the taxes and rates that 
will be required to achieve that result 
become clear. When the Revenue Bill 
of 1943 was under consideration, not a 
single important organization of busi- 
nessmen, farmers, or workers was re- 
corded in favor of higher taxes, despite 
the fact that in the fiscal year that had 
just ended budget receipts were less 
than 30 per cent of expenditures. The 
danger is that once again when the 
American public sees what is involved 
in paying for the defense program 
through taxes, there will be influential 
groups which will discover that there 
are other, “ better” ways of financing 
the defense effort, notably, “ nonin- 
flationary borrowing.” 

Government spending financed by 
borrowing which directly increases the 
money supply or activates idle funds is, 
of course, immediately inflationary. 
But even other kinds of borrowing have 
not in the past proved trustworthy 
anti-inflationary devices. Borrowing 
from the public is immediately anti-in- 
flationary only if it reduces the volume 
of private spending on consumers’ 
goods or capital goods. This means 
that borrowing is anti-inflationary to 
the extent that it is accompanied by in- 
creased saving or decreased real capital 
investment, or both. Even in these 
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cases, the opportunity which the tax- 
payer has of later selling his security to 
a bank or redeeming it with the gov- 
ernment opens the door at that time to 
personal dissaving and an expansion of 
the money supply which may be largely 
beyond the control of government. 
Of course, if the American public 
would increase its savings to purchase 
securities that were neither marketable 
nor redeemable, we would have genuine 
noninflationary borrowing. It seems 
unlikely that the American public 
would voluntarily buy substantial 
amounts of this kind of securities. To 
force their sale would be the equivalent 
of taxation—a kind of taxation made 
more palatable for the long run by-a 
promise of redemption under certain 
circumstances. 

Even noninflationary borrowing does 
not postpone the total economic 
burden; it postpones only the allocation 
of the financial burden. Postponement 
of the financial burden means that in 
the future either higher taxes or in- 
flation will extract the price which was 
avoided during the defense period. 
Borrowing is appropriate in a short and 
intense period of all-out effort. But 
for the long pull at a level considerably 
less than that of all-out war, there seems 
little sense in trying to postpone the fi- 
nancial burden to a still longer run. 
Psychologically there is some value in 
the mirage of postponement; when 
taxes pass some very high point, it may 
be necessary to resort to this mirage. 
But we should not use it unless it be- 
comes imperative. Putting off the fi- 
nancial load until later eases the present 
pain, and we live forever hopeful that 
somehow someone else will bear the 
taxes later. But we, the public as a 
whole, will either bear the taxes or bear 


the inflation. It is better to bite the 
bullet now, while the threat is upon us. 
The long pull, whether it lasts five years 
or a generation, is not the kind of time 
to be piling up even a noninflationary 
type of debt. 


Taxation to Prevent Inflation 


Pay-as-you-go does not mean simply 
pay some time within a year or two or 
three. It means literally collecting the 
money not later than the time it is 
spent. Indeed, since inflationary pres- 
sures are running ahead of increased ex- 
penditures, the use of taxes to fight in- 
flation calls for the largest practicable 
tax increase at the earliest possible mo- 
ment. If surpluses of revenue are 
thereby achieved, so much the better in 
fighting inflation. The Revenue Act of 
1950 was an excellent start. If taxa- 
tion is to achieve its maximum useful- 
ness in fighting inflation, this law must 
be followed up promptly with other 
very large tax increases. 

If taxation is to perform successfully 
its anti-inflationary function, tax in- 
creases must not give rise to compen- 
satory increases in the incomes of those 
on whom the tax is intended to rest. 
The purpose of a tax program is to dis- 
tribute the burden of taxes among the 
various taxpayers in a fair and econom- 
ically sound manner. If any major 
economic group is able to escape the 
burden of the tax by securing a larger 
income, the intended burden distribu- 
tion will be frustrated, and the tax will 
not achieve its anti-inflationary goal, 
since it will not reduce spending. It 
will then be necessary to increase 
burdens and reduce the spending of 
other economic groups. This is unfair 
and necessitates an unnecessarily large 
total volume of taxation, intensifying 
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all the problems which high taxes pro- 
duce. 

The principle that tax increases must 
be absorbed by the persons who are in- 
tended to carry them has a direct bear- 
ing in applying wage contracts where 
wage increases are based on increases in 
the cost of living. Following this prin- 
ciple would mean that tax increases 
which apply directly to the worker 
would not be considered in wage nego- 
tiations and that the effects of tax in- 
creases on prices would be excluded in 
computing the cost of living. If this 
principle were not followed, these 
groups of workers would be placed in a 
peculiarly favored position, being pro- 
tected against both taxes and inflation, 
while other groups in the community 
would be obliged to bear an increased 
part of the burden, in either taxes or 
inflation. 

This principle that tax increases 
should not result in compensatory in- 
come increases also has a bearing on 
agriculture. In computing parity 
prices, increases in the prices of things 
which the farmer buys would not, 
under this principle, include any price 
increases which reflected tax increases. 
Otherwise, the parity price formula 
would operate to protect farmers 
against tax increases imposed in the 
form of sales, excise, or other shifted 
taxes. 

Under this principle also, prices 
would not be raised by either private or 
public action because of increases in 
corporate income or profits taxes. 
Otherwise business would escape the 
load intended for it and other groups 
would be unfairly burdened. Similarly, 
there are implications of this principle 
with respect to the excess profits tax. 
Measurements of excess profits would 
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be based on profits before taxes rather 
than on profits after taxes, at least so 
far as tax increases are concerned. 

One aspect of the inflationary prob- 
lem is not basically solved by general 
taxation. This is the problem presented 
by special shortages of certain raw ma- 
terials, such as nonferrous metals and 
rubber, and by lack of some kinds of 
plant capacity. A strong anti-infla- 
tionary tax policy would over a long 
period of time solve this problem in the 
following way: The prices of the goods 
in short supply would rise until demand 
was no greater than supply. Spending 
power in other areas would fall because 
of heavy taxation and as a result de- 
mand would decrease so that other 
prices would decline. There would 
then be no net over-all rise in the price 
level. However, it must be noted that 
a large budget surplus and a long period 
of time would be required to achieve 
this result. Prices, especially industrial 
prices in a period when there is expec- 
tation of later price increase, are sticky 
in a downward direction and difficult to 
reduce. Rising prices of goods in short 
supply would thus not be accompanied 
by a fall in the prices of other goods; 
they might well stimulate price in- 
creases throughout the economy. The 
profits from such price increases as 
would be necessary to equalize demand 
and supply of goods in short supply 
would be without justification and 
would perform no useful function. 
Indeed they would be an invitation to 
demands for wage increases in par- 
ticular industries, which, in turn, would 
produce a lack of balance among wages 
and tend to lead to general wage in- 
creases throughout industry. Some 
method of reducing the demand for the 
goods in short supply without the crea- 
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tica of larger profits seems to be indi- 
cued. 
Specific credit controls on loans for 
purchasing consumer durable goods and 
housing are likely to be effective in re- 
ducing the demand for goods in par- 
ticularly short supply. Special excise 
taxes on goods containing high per- 
centages of the scarce commodities may 
also be useful. The excise taxes would 
presumably result in price rises which 
would absorb excess demand. The re- 
ceipts from these price rises would go 
into the hands of the government in- 
stead of bestowing large profits on pro- 
ducers and sellers. The excise taxes, by 
shifting receipt of the funds to the 
government, would thus absorb the ex- 
cess demand without leading to an in- 
flationary spiral. Such excise taxes 
were proposed in 1941 and 1942, and 
minor use was made of them. The all- 
out war made them relatively less useful 
than they would be in a period of re- 
armament. 
Equality of Sacrifice 

One of the most puzzling problems 
of fiscal policy in the defense effort is 
how to promote equality of sacrifice in 
the face of the common emergency and 
at the same time give sufficient incen- 
tives to get the job done. As long as 
members of our armed forces are in 
personal danger or are being drafted 
from families and professions, emphasis 
must be strong on promoting equality 
of sacrifice, although obviously this 
cannot be completely achieved. There 
must be no great private gain from the 
defense effort, if the public generally is 
to be expected to bear the restrictions 
and burdens placed upon it. However, 
in our economy primary reliance for 
production must be on willing personal 
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effort, carried on without fear of the 
snooper or the threat of court martial. 
It has proved difficult through patriot- 
ism alone and without extra compen- 
sation to sustain the extra effort and 
extra efficiency that are required to get 
the job done. And to those who are 
not themselves required to put forth an 
extra effort, any extra reward received 
by others may appear to be the direct 
opposite of equal sacrifice. The prob- 
lem is particularly difficult in the dis- 
tribution of the tax burden. 


Preventing inflation in the defense 
economy is largely a matter of choosing 
among unpleasant alternatives. They 
are, of course, not mutually exclusive 
alternatives. It will undoubtedly be 
necessary to use in some degree all or 
nearly all the methods available to fight 
inflation. It is important to understand 
that the higher the taxes are raised, the 
less necessary it is to resort to the other, 
less desirable, methods of preventing 
inflation—up to the point where taxes 
exceed their economic limits. There is 
no royal road for bringing the economy 
safely through the strains of the defense 
program. It will take all the under- 
standing that we have, all the self- 
restraint we have, and a great deal of 
willingness to accept onerous depriva- 
tions and burdens if we are to avoid 
damaging inflation. 

But government by the people will 
not work unless we have a responsible 
public which puts the national interest 
ahead of private interest. If important 
segments of the American public as- 
sume that they must be protected 
against sacrifice, if groups with large 
economic power insist that their in- 
comes after taxes must be kept suffi- 
ciently high to maintain their accus- 
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tomed habits of expenditure, then there 
is no remedy except to impose com- 
‘pulsory direct controls. Only as 
farmers, workers, businessmen, and 
other major groups in the American 


NATIONAL TAX JOURNAL 


economy see the dangers of selfishness 
and understand the nature of the eco- 
nomic problems of the defense econ- 
omy, will these problems prove to be 
reasonably solvable. 
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THE CAPITALIZATION OF TAXES 


ALFRED G. BUEHLER* 


AXES ON INVESTMENTS and 
other valuable objects are capital- 
ized by allowing for them through ad- 
justments in their values. The value of 
one piece of land may be depressed in 
relation to the values of other plots of 
ground because of unfavorable taxation, 
or that of another may be higher be- 
cause of the relatively low tax upon it. 
A government selling securities may ob- 
tain a higher price for them if they are 
exempt from its income, property, -or 
other taxes. If the tax-exempt privi- 
lege is withdrawn, the market will tend 
to react accordingly. Some economists 
have argued that the so-called double 
taxation of dividends by the corporate 
and personal income taxes is allowed for 
by investors to a substantial extent. 
Recently, as it has become apparent that 
a Federal excess profits tax will proba- 
bly be imposed in the near future, those 
engaged in buying and selling stocks 
have been giving thought to the effects 
of such a tax upon the earnings after 
taxes, the retained earnings, dividends, 
and values of stocks of particular cor- 
porations. These are only a few illus- 
trations of the phenomenon of tax 
capitalization.” 

* The author is professor of public finance in the 
Wharton School of Finance and Commerce at the 
University of Pennsylvania. This paper was pre- 
sented in substance at the Thirty-eighth Annual 
Conference of the New England State Tax Officials’ 
Association at Poland Spring, Maine, October 4, 


1950, in a Symposium on Inequalities in Local Prop- 
erty Assessments. 


The capitalization of future incomes 
to determine their present values is a 
common process in investment. An in- 
vestment yielding an annual net income 
of $1,000, when the interest rate is 4 
per cent, would have a capital value of 
$25,000, the sum required to yield that 
net income at such a rate of interest. 
If that particular type of investment 
should be subjected to a discriminatory 
tax at a rate of 50 per cent of its net 
income, the net income remaining 
would be reduced to $500 and the value 
of the investment would now be re- 
duced to $12,500. 


Economists have long noted the phe- 
nomenon of tax capitalization. Selig- 
man observed that the theory of tax 
capitalization grew out of the discus- 
sion of the effects of taxes upon land 
values during the eighteenth century.” 
Some of the early pamphleteers were 
convinced that the purchasers of land 
obtained it at a lower price because the 
property tax had the effect of reducing 
the income from it. In time it was 


1 Some writers have reserved the term capitaliza- 
tion for situations where the value of investments is 
increased because of comparatively low taxes or ex- 
emptions and have employed the term emortization 
when the value of investments is lowered by un- 
favorable taxation. Note E. R. A. Seligman, The 
Shifting and Incidence of Taxes (Sth ed.; New York: 
Columbia University Press, 1927), p. 222 and Luigi 
Einaudi, “ Capitalization and Amortization of Taxes,” 
The Encyclopaedia of the Social Sciences (New 
York: Macmillan Company, 1935). 


2 Seligman, op. cif., Part I, Book Il, chap. iv. 
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seen that taxes on securities, buildings, 
and other objects could, under certain 
circumstances, be capitalized.* Statis- 
tics are lacking to reveal the extent of 
tax capitalization, but the phenomenon 
appears to be far more common and 
important than is generally recognized. 
If inequalities in property, income, and 
other taxation are neutralized by the 
capitalization process, efforts to secure 
tax uniformity by administrative and 
other reforms are not needed and, in- 
deed, create new inequalities. If those 
inequalities are only partially neutral- 
ized by capitalization but the equaliza- 
tion process has substantial results, some 
allowance should be made for capitali- 
zation. Troublesome questions arise, 
however, as to how to allow for the 
effects of capitalization in the assess- 
ment and equalization of taxes. 


Tax Shifting and Capitalization 


From the viewpoint of purchasers, 
tax capitalization is a means of adjust- 
ing the prices paid for investments or 
other taxable objects to allow for com- 
paratively favorable or unfavorable 
taxation. 

The present owners and sellers must 
bear the brunt of unexpected tax in- 
creases that discriminate against their 
investments. On the other hand, they 
may gain from windfalls in tax reduc- 
tions. A capitalized tax is not shifted 
forward to purchasers but remains with 
the sellers. Subsequent owners of the 
taxed object are billed for the tax, it is 
true, but if they have capitalized it in 


3See, for example, Seligman, op. cit.; Luigi 
Einaudi, op. cit.; Jens P. Jensen, “Tax Capitali- 
zation,” Bulletin of the National Tax Association, 
XXIII (1937), 45-56; and Carl Shoup, “ Capitali- 
zation and Shifting of the Property Tax,” in Tax 
Policy League Symposium, Property Taxes (1940), 
pp. 187-201. 
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a lower or higher price they are neither 
richer nor poorer because of it. Both 
capitalization and _ shifting occur 
through changes in the value of the ob- 
jects taxed. Some writers have re- 
garded tax capitalization as backward 
shifting, looking at the phenomenon 
from the standpoint of the purchasers, 
The study of the incidence, or resting 
place, of taxes and their effects certainly 
involves the study of any capitalization 
which may occur. Because of the pe- 
culiar nature and importance of capi- 
talization, it is useful to distinguish it 
from shifting in the usual sense of pass- 
ing on tax burdens to other persons. 
When taxes are shifted they rest on fu- 
ture owners, when they are capitalized 
they remain with the present owners 
and are avoided by future owners.‘ 
The effects of capitalized as well as 
shifted taxes, however, may be felt by 
both buyers and sellers and by the com- 
munity. 

A tax which is shifted to other per- 
sons may be capitalized when it finally 
comes to rest upon those who are un- 
able to shift it further and must accept 
a readjustment in the value of their land 
or other investments. One part of a 
tax may be capitalized, moreover, and 
another part may be shifted. A tax 
which is shifted under certain circum- 
stances, as a tax on buildings, may be 
capitalized under other circumstances, 
when shifting is impossible. The same 
tax is not both shifted and capitalized 
simultaneously, however. 

Tax shifting hinges upon the mobil- 
ity of the factors of supply, while tax 
capitalization depends upon their im- 
mobility and occurs when supply is 


4Cf. Harold M. Groves, Financing Government 
(3rd ed.; New York: Henry Holt and Company, 
1950), p. 127. 
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fixed during the period under con- 
sideration and cannot be adjusted to 
permit shifting through price changes. 
The longer the period of time con- 
sidered, the more likely it is that the 
supply of some taxed objects may be 
altered and taxes placed upon them 
shifted. Even perishables may have a 
fixed supply in the short run, and un- 
der such conditions tax shifting may be 
thwarted and their sales value may be 
modified to allow for a tax. 


Factors Affecting Capitalization 


Only taxes on objects with a sales 
value may be capitalized. It is not 
enough that the taxable objects have 
utility or subjective value to a certain 
person. Usually it is assumed that to be 
capitalized taxes must fall upon income- 
yielding objects providing a monetary 
or other valuable income. Investments 
in land and securities are commonly 
cited as examples of such objects. 
Taxes are capitalized because they af- 
fect the income received from valuable 
objects. The term “income” is, of 
course, subject to definition. Consumer 
goods yield an income of services, if not 
of money. The value of a typewriter 
to a student, for example, will depend 
upon its usefulness to him, and he will 
not pay more for it than he estimates it 
to be worth to him. If he had to pay a 
tax of $5 on a typewriter purchased in 
one locality and could buy the same 
kind of machine conveniently without 
the tax in a near-by locality, he would 
probably buy it in the latter unless the 
price were reduced in the first locality 
sufficiently to offset the tax. For busi- 
ness purposes, the usefulness, or income, 
of the typewriter would probably be 
more carefully estimated. In deter- 
mining the tax to be capitalized it is 
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necessary to determine the present value 
of the future tax payment or payments 
that will presumably be required from 
the owners of the taxed objects. 

Capitalization has generally been re- 
lated to property and income taxes on 
objects with a relatively long life, such 
as land and securities, which yield an 
income over a definite or indefinite 
period of years. As previously men- 
tioned, the doctrine of capitalization 
originated in the experience with prop- 
erty taxation involving annual taxes 
over long or indefinite periods of time. 
The property tax concentrated on real 
estate, a durable commodity, but inci- 
dental revenues were raised in time 
from taxes on intangibles and tangible 
personalty. A particular merchant or 
manufacturer might find that his in- 
ventories of personal property were 
being assessed more heavily than those 
of his competitors and be unable to raise 
his prices to make up the difference. A 
purchaser of his business, if he bought 
with his eyes open, would not pay more 
for such inventories because of the 
higher tax upon them, any more than 
he would pay more for the land and 
building because it might bear an un- 
usually heavy assessment. The question 
would be, from the standpoint of the 
purchaser, how do the tax liabilities of 
the business affect the income from it 
and its value? 

In discussions of tax capitalization 
it is usually assumed that only the ex- 
cess or deficiency of a tax, in compari- 
son with the amount of the tax on 
alternative investments or purchases, 
may be capitalized. There must be 
some inequality in taxation, some tax 
differential, to be capitalized. An 
equal, uniform tax, it is conceded, 
would have various economic repercus- 
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sions, but it would not be capitalized 
by making adjustments in the present 
values of future incomes. 

Inequalities in taxation may arise in 
many ways: from differences within the 
same taxing jurisdiction in the tax rates 
on property, income, or other objects; 
from exemptions, deductions, or other 
legal inequalities; from differences in 
assessment and other administrative 
practices; and from differences in the 
effects of a given tax on unlike objects, 
as between relatively safe and risky in- 
vestments, for example. From one tax- 
ing jurisdiction to another, as from lo- 
cality to locality, state to state, and one 
national government to another, many 
inequalities in taxation may arise. The 
tax liabilities placed upon the owners of 
a particular piece of property or a busi- 
ness may involve unpaid taxes of a pre- 
vious period or unsettled taxes as well 
as the additional taxes to be paid in the 
future. 

Seligman contended that a tax upon 
investments would be equal in its ef- 
fects only if the pure rate of interest, 
or net income after allowing for risk, 
the cost of placing investments or mak- 
ing purchases, depreciation, and other 
necessary costs, were uniformly taxed.® 
He distinguished a tax imposed at a flat 
rate on the value of investments from a 
tax at a specified percentage rate on 
their incorne because the former would 
not allow for the variable risks involved 
and would, in effect, place the safer in- 
vestments with the lower gross return 
at a disadvantage. The latter, he 
thought, since it was based on income, 
would tax the pure rate of interest uni- 
formly. As Seligman declared, differ- 
ent rates of interest are used in capital- 
izing the values of the income from 


5 Op. cit., p. 223. 
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different investments, because of the 
variable-risk factor. Different indi- 
viduals may also employ different rates 
of capitalization in estimating the value 
of a certain income. Only with a uni- 
form net income tax would relative 
equality i in taxation be realized in tax- 
ing alternative uses of funds, and even 
such a tax, if it were heavy, might alter 
the comparative desirability of different 
investments. The assessed value of 
property for tax purposes may be far 
from the capitalized net income of the 
property. Net income may be disre- 
garded or be given only incidental 
weight. 

It may be argued that a general, uni- 
form tax upon the net income of invest- 
ments would not, in the long run, 
change their capitalized value because 
it would reduce the rate of return at 
the same rate as it did the net income. 
If the pure rate of return on invest- 
ments were 4 per cent before such a tax 
were imposed and the annual net in- 
come of a $100,000 investment were 
$4,000, an income tax of 25 per cent 
that lowered the net income to $3,000 
would also lower the pure rate of return 
on all investments to 3 per cent. Then 
the capitalized value of the $3,000 an- 
nual net income would be $100,000. 
Under such conditions, if the effect of 
the tax upon interest rates is included, 
it may be said that no tax capitalization 
occurs or that any change in capital 
values has been restored as a result of 
the change in interest rates. It is 
doubtful, however, as Shoup has indi- 
cated, that interest rates would change 
sufficiently to restore capital values to 
their former positions.® Even if those 
values were restored, the net income 


6 Op. cit., p. 193. 
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from investments would be lowered by 
a net income tax. 

It is usually admitted, however, that 
no general tax applies universally with 
perfect uniformity and equality, and 
that every tax, in practice, is more or 
less unequal in its burdens. A general 
tax imposed only upon investment in- 
come would discriminate against such 
income in favor of earnings from per- 
sonal services. A general property tax 
also tends to disintegrate into a tax on 
real estate either because personal prop- 
erty evades taxation or is exempt. If 
personal property is taxed to any ex- 
tent, the tax rate imposed upon it may 
be lower than that upon real estate, as 
when a classified property tax is im- 


as may be taxed is commonly assessed 
quite unequally. Further inequalities 
result from evasion, particularly with 
respect to taxes on personal property. 
Our income taxes customarily distin- 
guish between corporate and personal 
incomes and tax them differently. The 
tax rates on corporations and individ- 
uals may be graduated. The deductions 
and other factors involved in determin- 
ing taxable income may vary somewhat 
according to industries and the source 
of the income. Corporate earnings 
going into dividends are taxed first as 
corporate income and subsequently, 
perhaps, as personal income. If an ex- 
cess profits tax is employed, it will ap- 
ply only to those concerns which are 
found to have, for tax purposes, excess 
profits. Then there are various admin- 
istrative variations which produce tax 
inequalities and differences in taxation 
from locality to locality and from state 
to state, in property, income, and other 
types of taxation. Inequalities thus 


arise in many forms and open the door 
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for the capitalization of taxes on sala- 
ble objects which cannot be shifted. 


A tax which is nominally uniform 
and equal may be very unequal in its 
effects. A flat-rate income tax would 
hit hardest those investments in land, 
buildings, machinery, and other salable 
objects which could be devoted to only 
one use and could not be restricted be- 
cause of the tax. Unless and until the 
supply of the taxed objects could be 
modified to allow for the tax, their 
values would be depressed. A heavy in- 
come tax would not only weaken the 
inclination to save, it would also lessen 
the funds available for saving. Eventu- 
ally interest rates might rise. Such a 
tax might also change the relative at- 
tractiveness of investments. These and 
other complications are suggested by 
the possible application of a general, 
flat-rate income tax, including both the 
immediate and long-range effects upon 
the net incomes from different sources, 
interest rates, and values. Those effects 
would not be uniform, and inequalities 
inviting tax capitalization would arise, 
especially if the tax were a heavy one. 
A graduated tax would, of course, dis- 
criminate against the larger incomes. 


Certainty of Taxes and Interest Rates 


Tax liabilities may be capitalized by 
purchasers of taxable objects only if 
they are known in advance with suffi- 
cient accuracy to permit a judgment of 
their effects upon net incomes and capi- 
tal values. When the assessed values 
of property and the tax rates imposed 
upon them are stable, future tax pay- 
ments may be constant for a number 
of years. On the other hand, property 
values and incomes may fluctuate and 
tax rates may change. Existing taxes 
may be withdrawn or new taxes may be 
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added. Those who are investing funds 
for a long period of years will find it 
especially difficult to forecast tax liabili- 
ties which are not definitely stipulated 
in contractual relationships. Seligman 
suggested that if taxes are not constant 
they cannot be.capitalized.’ It is a 
safe generalization that taxes of any 
sort can be capitalized by purchasers 
only to the extent that they can be al- 
lowed for in advance of the investment 
of their funds. Consequently tax capi- 
talization will probably be imperfect 
because of the uncertainties involved. 
The prospect of a tax, if it appears 
probable that it will be imposed, will 
tend to affect the values of taxed ob- 
jects. Those anticipating additional 
taxes upon particular investments will 
be inclined to offer less for them, while 
the prospect of a tax reduction or ex- 
emption would make those investments 
more attractive to buyers. The more 
certain future tax liabilities are, the 
greater will be the ease of capitalizing 
them, if other factors are favorable. 
Some rate of interest must be assumed 
in capitalizing taxes. The question is, 
how much will the tax in question af- 
fect the income and present value of 
the taxable object? The interest rate 
on similar investments will probably be 
taken as a guide when it is known, al- 
though similar investments may not be 
uniform as to the risk involved. The 
pure rate of interest tends to be uni- 
form in a market at a particular time 
for different investments with a similar 
maturity, whereas the gross or market 
rate will vary according to the risk fac- 
tor, the expense of placing investments, 
depreciation, and other costs. The 
values of various investments to an in- 


7 Op. cit., p. 270. 
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dividual are found by capitalizing the 
anticipated incomes at the appropriate 
gross rates. The problem is to allow as 
accurately as possible for all the factors 
involved, including the risk, so that a 
reasonably accurate basis of comparison 
may be used. 

One cannot be certain that the rate 
of interest now prevailing in the mar- 
kets for a given type of investment will 
be the same a year from now. If a 
change is anticipated, the amount of 
the change may not be fully foreseen. 
The assumptions concerning the rates of 
interest which should be employed in 
tax capitalization will vary with the 
knowledge of buyers and sellers and 
their ability to forecast the future. If 
the assumptions vary, it is possible that 
the seller or the buyer may persuade the 
other to revise his assumption. On the 
other hand, individual sellers and buy- 
ers may follow their own inclinations as 
to interest rates and on that basis may 
enter into the bargaining over the price 
of the object in question. 


Time of Capitalization 


A change in the value of an invest- 
ment or another object because of a tax 
may first become evident when prop- 
erty is sold. Although the owner of a 
piece of property may not be aware 
that its value has been reduced when a 
tax is imposed on it, he should realize at 
the time of sale that taxes have eaten 
away a part of his capital investment. 
Strictly speaking, capital values, as they 
are affected by taxation, rise and fall 
with decreases and increases in tax lia- 
bilities or the anticipation of them, al- 
though the changes in value may pass 
unnoticed until unexpected taxes are 
actually paid or an exchange of prop- 
erty takes place. The capitalization 
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process in many instances may be de- 
layed or incomplete. Even if the ef- 
fects of taxes upon property values are 
not fully appreciated, however, the 
values of the property affected may 
change, just as the price of wheat may 
rise and fall in the market without the 
knowledge of every farmer in the com- 
munity and the prices of stocks and 
bonds may ascend and descend in the 
security markets unnoticed by many in- 
vestors. 


Effects of Public Expenditures 


Thus far in this discussion of tax 
capitalization the possible benefits to the 
taxpayers from the public expenditure 
of the tax collections have not been 
considered. The pavement or repair of 
streets, the construction of sewers, the 
erection of public schools, the provision 
for police and fire protection, and other 
governmental services may directly and 
definitely increase the value of the 
property taxed or furnish valuable 
services to those whose incomes are di- 
minished by taxation. On the other 
hand, property values near public 
schools and parks may fall because of 
the inconveniences suffered by those 
near these popular centers from the 
trafic of thronging school children or 
large crowds of people. In some cities 
the property owners in the older sec- 
tions have been taxed to help pay for 
improvements in the newer develop- 
ments which have greatly increased the 
value of the property in the newer areas 
while the values of the older properties 
have been on the downgrade. 

Tax collections commonly go into the 
general funds of governments and it is 
usually difficult or impossible to trace 
directly and definitely the gains or 
losses to the individual taxpayers and 
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their properties. In some instances, 
however, the value of the benefits re- 
ceived or the extent of the losses in- 
curred may be estimated with consider- 
able accuracy. It may happen that the 
loss of income and value resulting from 
taxation is offset or more than offset by 
increased values resulting from the pub- 
lic expenditure of the tax collections. 
The value of the taxed property may 
not change or may increase or de- 
crease, depending upon the extent to 
which the benefits from public expendi- 
tures, as they are capitalized in in- 
creased income, compare in value with 
the loss of income and value suffered 
from taxation. 


Capitalization Formulas 


As the writers on tax capitalization 
have declared, the capitalization of 
estimated future taxes will occur, to the 
extent that the process is carried out, 
according to the mathematical require- 
ments which govern the translation of 
future monetary considerations into 
present monetary values, To determine 
the effects of a tax upon the income 
from a taxable object and its value, it 
is necessary to estimate, as previously 
indicated, the amount of net tax liabil- 
ities incurred in excess of those on al- 
ternative uses of funds, the value of the 
services provided by the taxing govern- 
ment, directly and definitely to the tax- 
payer out of the collections of the tax, 
and the interest rate on similar invest- 
ments. 

If a tax of $100 must be paid a year 
from now, its present equivalent in 
money, if the interest rate were 4 per 
cent, would be $96.15, or $100 divided 
by 1.04. That is, $96.15 invested to- 
day at 4 per cent would be worth $100 
a year from today, it is assumed. If a 
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tax of $100 had to be paid every year 
indefinitely, its present monetary, or 
capital equivalent, would be the sum re- 
quired to yield an annual income of 
$100 at an interest rate of 4 per cent. 
This would be found by dividing the 
$100 by the interest rate, or .04. The 
result equals $2,500. A permanent and 
special yearly tax on a particular prop- 
erty which increased tax liabilities by 
$100, or a tax of that amount in excess 
of the taxes imposed upon similar prop- 
erties, would tend to reduce the value 
of that property by $2,500, with an in- 
terest rate of 4 per cent, because it 
would be a perpetual annual charge 
against the owner. This assumes the 
tax payment exceeds by $100 the esti- 
mated value of governmental services 
that might be supplied. 


If the tax which is to be capitalized 
is imposed for a certain period of years 
as during the life of a bond or a lease, 
a different formula would be employed 
to ascertain its present monetary 
equivalent. With this formula the 
present equivalent of each annual tax 
payment may be determined. The 
series of sums thus found could then be 
added to obtain the total present 
equivalent of the whole series of taxes 
to be paid in excess of the value of gov- 
ernmental services known to be re- 
ceived. The formula below could be 
employed, assuming interest to be com- 
pounded annually and the tax differ- 
ential to be the excess of tax on this in- 
vestment over the tax on similar alter- 
native investments, after considering 
the value of the governmental services 
supplied. 
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This process may be continued until 
the present value equivalent of each 
year’s tax is determined, with the aid 
of logarithmic tables. If it is assumed 
that interest is compounded semi-annu- 
ally along with semi-annual tax pay- 
ments, the interest rate for each period 
is one-half that for the year, or 2 per 
cent, if the annual rate is 4 per cent. 
The present equivalent of a tax differ- 
ential due in six months on this basis 
would be: 

Tax differential 
(1 + 02)? 

The present value of the tax differ- 
ential due in a year, ‘for the second 
period would be: 

Tax differential 
(1 + .02)* 

The sum of the present equivalents 
of all the tax differentials would indi- 
cate the total present equivalent. 

If the present equivalent of future 
tax differentials is to be found on the 
basis of simple interest payments, the 
formula is less difficult to apply, but 
the sum of the present equivalents for 
the various periods of years would again 
have to be found. The present equiva- 
lents of a series of tax differentials due 
at the end of each year would be as 
follows: 
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irst year ..... [1 + (interest rate x 1)] 
Tax differential 
Second year ... 77 + (interest rate x 2)] 
. Tax differential 
Third year ..... [1 + (interest rate X 3)] 
Nth year ...... = Soe 
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The formula to be employed to com- 
pute the present monetary equivalent of 
future tax differentials would have to 
be adapted to the particular conditions 
encountered. Somewhat similar prob- 
lems arise in calculating the value of 
bonds and other investments paying a 
sum or sums of money in the future. 
The capitalization of a future income or 
monetary payment into present mone- 
tary equivalents is common in invest- 
ment and is not peculiar to taxation. 
Because of the many variables and un- 
certainties involved in future tax lia- 
bilities, the return to the taxpayer from 
valuable government services financed 
by the taxes he pays, and interest rates, 
the tax capitalization process can only 
be as perfect as the estimates of future 
conditions may be. Many errors are 
bound to occur even if the prognostica- 
tors are well informed. 

It is reasonable to believe that tax 
capitalization is a common phenome- 
non, although data are not available to 
reveal how extensive it is with respect 
to property, income, and other taxes. 
Some years ago Treasury economists 
estimated that the exemption of the in- 
terest on Federal securities from the 
Federal income tax permitted an inter- 
est rate reduction of approximately 


8For further discussion of the formulas which 
may be employed in tax capitalization, see J. P. 
Jensen, op cit., pp. 46-48. 
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0.375 per cent on these loans. The 
value of the exemption privilege to each 
investor would vary according to his 
income tax bracket and other circum- 
stances. Professor Richard Goode, the 
author of a recent Treasury study of 
corporate income taxation,’® has ven- 
tured the opinion that many stock- 
holders may have allowed for the appli- 
cation of the corporate income tax to 
the earnings going out to them in divi- 
dends through the capitalization proc- 
ess. The tendency to capitalize in- 
come taxes becomes particularly notice- 
able when taxes are increased or de- 
creased, so-called loopholes are closed 
or opened, or other significant changes 
occur. 

Business enterprises which are care- 
fully managed are likely to calculate 
the comparative income, sales, property, 
license, and other taxes they would have 
to pay if they located plants or outlets 
in communities offering advantages of 
nearness to markets, labor supply, and 
other favorable factors. The taxes to 
be paid and the benefits to be received 
from state and local governments may 


9 For a discussion of the effects of tax exemption, 
see Special Senate Committee on Taxation of Gov- 
ernmental Securities and Salaries, Hearings, 76th 
Cong., Ist sess. (1939), and Committee on Ways 
and Means, Hearings on the Taxation of Government 
Securities, 76th Cong., Ist sess. (1939). 


10 Treasury Department, Division of Tax Re- 
search, The Postwar Corporation Tax Structure 
(1946). 


11 See his paper, “ The Postwar Corporation Tax 
Structure,” in Tax Institute Symposium, How 
Should Corporations Be Taxed? (1946), p. 50. 
Also note Dan T. Smith, “ Effects of Taxation on 
Individual Investment and Corporate Financing,” 
Annals of the American Academy of Political and 
Social Science, vol. 266 (1949) pp. 100-09. 
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be estimated and compared in alterna- 
tive locations before a location is chosen. 
If a business is caught in a community 
where its taxes are unduly high in com- 
parison with the taxes which similar 
businesses pay in other locations, the 
value of its investment is adversely af- 
fected.1* On the other hand, lower 
taxes in relation to beneficial public ex- 
penditures will increase the value of a 
particular investment. This assumes 
that the tax differentials involved can- 
not be shifted but must be capitalized. 

The family buying a home or a farm 
may not purchase so carefully, but wise 
investors will look into the taxes which 
must be paid on alternative investments 
and will weigh the value to them of the 
public expenditure of the tax collec- 
tions. Where real estate, securities, and 
other taxable objects are frequently ex- 
changed there are many opportunities 
for tax capitalization. The tax factor 
is not the only one affecting incomes 
and capital values, but it is frequently 
important even if its effects are not 
generally known. 


Some Social Implications of 
Capitalization 


Capitalization, as we have learned, is 
not confined to land and other prop- 
erty taxation or taxes on monopoly 
profits. It may occur in the allowances 
made for corporate and personal income 
taxes, license taxes, sales taxes, and other 
taxes which cannot be shifted and 
which may be capitalized, under cer- 
tain circumstances, in the changed 


12Lewis Kimmel has found that unfavorable 
property taxes may be an important factor in the 
competitive struggle of business firms, some of 
which are penalized by comparatively high taxes 
which must be absorbed, or capitalized, and cannot 
be shifted. See his study, Taxes and Economic 
Incentives (Washington: The Brookings Institution, 
1950), pp. 159-60. 
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values of salable incomes and other ob- 
jects. It is more common than is gen- 
erally recognized and becomes more 
common as more taxes are imposed and 
as existing taxes are variously modified 
upward or downward, with a resulting 
multiplication of inequalities, 


It is an old idea that when taxes are 
capitalized their burdens are whisked 
away and future generations escape 
their repercussions. Every tax has to 
be paid by someone, however, and the 
owners of property whose income and 
capital investment are lowered by in- 
creased taxation or raised by tax reduc- 
tions feel the effects of a capitalized tax. 
Those who purchase the property may 
pay less or more for it, as the case may 
be, and they may feel that no particular 
harm or benefit has come to them. If 
a tax is shifted by one group of persons 
to another and is finally capitalized in 
lower values, it is collected impersonally 
like a gasoline or cigarette tax from 
the ultimate payers and cannot be ad- 
justed to the economic status of the in- 
dividual. This is also true of property 
taxes which are capitalized and fall im- 
personally upon the owners of the prop- 
erty taxed. 


Interesting social problems are sug- 
gested by the proposal sometimes ad- 
vanced to impose a single tax on land 
values. The private ownership of land 
and the private receipt of land income 
would be confiscated by levying a tax 
equivalent to the capitalized net income 
of the land or an annual tax approxi- 
mating that income. One might say, 
in this connection, that such a capital- 
ized tax would be burdenless once it 
had been imposed and the pain of part- 
ing with the land had been suffered. It 
might also be said that having one’s 
head cut off would not hurt after one 
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had died. But for better or worse, the 
effects of nationalizing the land would 
be felt by future as well as present gen- 
erations. The basic question here is 
really not whether a single tax would 
be capitalized but whether the effects 
of land nationalization would, on bal- 
ance, be beneficial. The exemption or 
reduced taxation of improvements on 
the land would tend to raise their value, 
on the other hand, and to encourage 
such improvements, if funds were avail- 
able after investments in land had been 
confiscated. But confiscating the net 
income of the land would discourage its 
private utilization in comparison with 
the other factors of production. 

The capitalization of taxes by pur- 
chasers does not mean that they obtain 
a higher rate of return on the proper- 
ties bought than they would on other 
investments. ‘The capitalization tends 
to equalize the rate of return on similar 
investments. If the taxes on a prop- 
erty are relatively low, its price will 
tend to be relatively high. If the taxes 
are relatively high, the price will tend 
to be relatively low. In the latter 
event, more funds will be available for 
other uses of funds, and rates of return 
on other investments will tend to de- 
cline. By readjustments in investments, 
equal rates of return in the different 
fields of investment will tend to be es- 
tablished. 

If taxes are unexpectedly raised, once 
an income or a property has been 
bought, the owner will suffer a decline 
in the value of his investment, assum- 
ing the tax is unequal in its application 
and discriminates against such invest- 
ments. If, on the other hand, taxes are 
unexpectedly reduced, windfalls bene- 
fit the owner. So far as purchasers are 
concerned, as already stated, the op- 
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portunity is present for them to allow 
for the tax increases or reductions 
which have already occurred and those 
which are expected to occur. If they 
have not capitalized ascertainable tax 
differentials, it is because of their lack 
of foresight for which they have them- 
selves to blame. But many such dif- 
ferentials may be unknown to the in- 
vestor as, for example, the compara- 
tively favorable or unfavorable taxes on 
a factory or a store whose stock he may 
purchase. He may not know which 
taxes are shifted and which must be 
capitalized or the value of the public 
services provided to the enterprise by 
the taxing government. Only partial 
capitalization of taxes therefore prob- 
ably results for the most part, in view 
of the many unknowns encountered. 


Some Practical Implications 


The discussion of tax capitalization 
thus far has briefly summarized the 
theory of capitalization, has pointed out 
that it is apparently much more com- 
mon than many persons have supposed, 
and has mentioned a few of the social 
implications involving questions of tax 
justice and social policy. There are also 
some practical implications of impor- 
tance which may be illustrated with a 
few references to property and income: 
taxation. 

The age-old and nearly universal fea-. 
ture of property taxation has been its: 
inequalities. ‘The tax concentrates on. 
real estate and even that is very un-. 
equally and inaccurately assessed in 
many localities, perhaps the great ma- 
jority. Where the taxes on property 
have remained stable and are expected’ 
to continue so and where taxes may 
change but real estate is actively and 
widely bought and sold, the inequalities: 
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in burdens should in general, as Profes- 
sor Bonbright has stated, be effectively 
neutralized by offsetting changes in 
values arising from tax capitalization.” 
Reappraising properties and uniformly 
assessing them at full value or a certain 
fraction of it would not correct the in- 
justices resulting from past inequalities 
of assessments except in those instances 
where the owners of the property at the 
time the inequality arose are still in 
possession of the property. Reducing 
valuations on the properties with com- 
paratively high assessments, which were 
recently purchased at a lowered price 
because of the unduly high assessments, 
would provide a bonanza to the favored 
present owners. Raising valuations on 
the properties with relatively low assess- 
ments that were recently transferred at 
a high price, capitalizing a favorable tax 
differential, would unjustly penalize 
present owners. 

The writer can recall instances when 
a shrewd real estate buyer has pur- 
chased a property at a price which was 
lowered to reflect its comparatively high 
assessment and subsequently, after 
securing a reduced assessment, has sold 
the property at a price that was in- 
creased to allow for the lower tax. 
Perhaps this is not commonly done, but 
as properties change hands their values 
to intelligent sellers and buyers will be 
related to the comparative taxes upon 
them. During the present period of in- 
flation, with local governments experi- 
encing new spending demands, property 
assessments and tax rates are tending to 
rise. In many communities efforts are 
being made to overcome inequalities in 
assessment by establishing uniform 


13 James C. Bonbright, The Valuation of Prop- 
erty, vol. I (New York: McGraw-Hill Book Co., 
1937), p. 460. 


ratios of assessed values to true values, 
Some of the pressure for uniformity 
may come from property owners whose 
assessments are relatively high but who 
bought their properties at a lower price 
because of that fact. They realize that 
if uniformity is attained their own as- 
sessments may fall or remain at about 
the present level. Those whose assess- 
ments are comparatively low, if they 
purchased their property at a higher 
price as a consequence, will not be 
pressing for uniformity if they stop to 
think of its effects upon them. The 
uniformity movement, where inequali- 
ties in property taxation have been 
allowed for through capitalization, 
creates new inequalities, If the prop- 
erty tax is to be an equitable tax, a 
study should be made of the extent of 
capitalization in each community and 
existing injustices should be compared 
with those which would result from 
uniform assessment in relation to true 
value. 

The relationship of the value of a 
piece of property to the tax paid on it 
apparently is ordinarily not considered 
by the assessor. He thinks the value 
should determine the assessment and the 
tax. But purchasers tend to pay for 
relatively low assessments in higher 
prices, and raising the assessments on 
such pieces of property creates new in- 
justices instead of removing existing 
ones. When the assessor sells his own 
property or buys another property he 
certainly would consider that property 
more valuable than a similar property 
with a higher tax. Should not capitali- 
zation of tax differentials also be given 
weight in reappraising property for 
taxation? 

A tax based upon the net income of 
property would be more equitable than 
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one based upon its fair or true value. 
A flat-rate income tax would take the 
same proportion of every income 
stream, regardless of the size of the in- 
vestment and the rate of return upon 
it. Even such a tax, particularly if its 
rate were high, might change the com- 
parative attractiveness of different in- 
vestments. To the owner or purchaser 
of an object, its value depends upon the 
monetary or other income he antici- 
pates, capitalized at the appropriate rate 
of interest. If property taxation is to 
be more equitable, more weight should 
be placed upon the income factor. 
This, too, involves complications, for 
some property is used by the owners 
for nonbusiness purposes and its net in- 
come would have to be imputed. The 
British experience with annual value 
taxes which are related to the income of 
property reveals many of the complexi- 
ties involved. The problem here is to 
tax similar incomes and investments 
similarly, not differently and unequally. 

Many assessors are inclined to brush 
away the consideration of tax capitali- 
zation as irrelevant and inconsequential. 
Since the law prescribes assessment at 
true value or a fraction of it, assessors 
endeavor to determine true value as a 
normal fair value and are prone to dis- 
regard the effects of capitalized in- 
equalities. It may be argued that prop- 
erty taxes are deductible for income 
tax purposes and much of the inequal- 
ity and injustice arising is “ washed 
out ” in determining income tax liabil- 
ities. It may also be difficult to obtain 
data showing the extent of tax capitali- 
zation and its effects upon market 
values, which are influenced by a num- 
ber of factors. On the other hand, the 
deductibility for income tax purposes 
of property taxes only softens their in- 
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equalities and does not remove them, 
and assessors could probably obtain 
much more information about tax capi- 
talization than they now have if they 
assiduously sought it. As a matter of 
fact, the assessments on unwanted busi- 
ness and residential properties which 
are so heavy as to discourage their utili- 
zation may be reduced in an effort to 
induce purchasers to take them off the 
market. In such instances it is con- 
ceded that real estate values are de- 
pressed by unfavorable assessments. If 
assessments should be raised after these 
properties are sold, their values would 
again be depressed, 

The choice between relying upon 
capitalization as a means of adjusting 
values to allow for tax inequalities and 
a program of property appraisals to in- 
troduce uniformity may seem to create 
something of a dilemma. Unless cap- 
italization is generally effective in meet- 
ing the problem of inequalities in taxa- 
tion, however, there will be a need for a 
uniformity program. The problem 
here is to separate, so far as possible, 
those inequalities which have been al- 
lowed for by capitalization from those 
which have not. The public may not 
understand the significance of tax cap- 
italization and may want to go ahead 
with a uniformity program regardless 
of its effects in replacing old inequali- 
ties with new ones. To minimize the 
injustices arising from unexpected 
changes in taxation, the adjustments 
undertaken should be completed gradu- 
ally and the fullest possible allowance 
should be made for the effects of the 
capitalization of inequalities. Since 
every property is separately assessed, 
there is an opportunity to consider the 
effects of taxation and other peculiar 


factors on its value. 
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Tax capitalization is of importance 
in other aspects of property taxation. 
Exemptions or reduced assessments may 
be given to homesteads, new industries, 
or other uses of property by way of en- 
couragement. Such tax favors may 
benefit the present owners of property 
rather than the future purchasers by 
raising its value in the market. The 
apparent benefits of tax exemption or 
reduction are then paid for in a higher 
price than would otherwise prevail. If 
purchasers are aware of the effects of 
the capitalization of a favorable tax 
differential, they will realize that they 
are gaining nothing from it. The tax 
advantages gained by the present 
owners, however, may stimulate them 
to improve their property or otherwise 
seek to realize gains from the sale of 
their investment. If a purchaser of an 
industrial or residential property could 
obtain an agreement with the owner on 
a price reflecting its present assessment 
and could obtain the promise of an ex- 
emption or reduced assessment from the 
local authorities, the purchaser would 
then secure the increase in value result- 
ing from the removal or lowering of 
the tax. Future purchasers, however, 
would have to pay a higher price if this 
tax differential remained. 

The discussion here has centered 
around the capitalization of inequalities 
in property taxation. Inequalities fre- 
quently arise also in income, sales, 
license, and other taxes or in their ef- 
fects which are not neutralized by 
shifting and which may give rise to 
capitalization. As previously men- 


tioned, possibilities of capitalization are 
particularly important in coping with 
such problems as that of the double 
taxation of dividends by the corporate 
and personal income taxes. 


In con- 
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siderable measure the corporate income 
tax appears to remain with the owners 
of corporations, although there seems 
to be more shifting of the tax than has 
been commonly recognized until re- 
cently. Tax shifting varies from firm 
to firm, however, and with changing 
general economic conditions. Some in- 
vestors hold their stocks for a long time 
while others buy and sell rather fre- 
quently. Some investors, moreover, 
are shrewder than others and give more 
weight to inequalities in taxation. 
Some capitalization of the double taxa- 
tion of dividends no doubt occurs, 
particularly when tax rates are sharply 
increased or decreased. But sock 
prices are affected by many factors and 
the tax capitalization process would 
seem to be a quite imperfect one. Its 
importance, nevertheless, is such that it 
should be given careful weight in any 
action taken to alleviate or remove the 
double taxation of dividends. It would 
appear to be desirable here, as in prop- 
erty tax reforms, to proceed with cau- 
tion and to institute changes gradually 
so that great windfalls would not ber. 
fit the present owners of securities who 
have allowed for the double taxation in 
the prices they paid for their invest- 
ments. 

It has not been possible here to dis- 
cuss at length the possibilities of cap- 
italizing inequalities in property, in- 
come, and other taxes and the many 
theoretical and practical implications 
resulting from the capitalization proc- 
ess. It has been my purpose to sum- 
marize briefly the theory of tax cap- 
italization as developed by economists 
and to relate capitalization to the prob- 
lems presented by tax inequalities, 
particularly in property taxation. It is 
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hoped that the illustrations cited will 
serve to indicate in some measure how 
tax capitalization operates and its sig- 
nificance. The process appears to be 
far more common than many persons 
have realized, and ignoring its operation 
would be both unwise and unjust. On 
the other hand, there are obvious limi- 
tations to the application of tax cap- 
italization. Unless the markets are 
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active and tax inequalities can be fore- 
cast with accuracy along with future 
incomes and interest rates, resort to 
other measures will be required to cor- 
rect glaring inequalities which are not 
corrected by capitalization. Finally, 
much remains to be done in assembling 
data which will reveal more adequately 
the extent to which tax capitalization 
occurs and its economic effects. 
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THE JAPANESE VALUE-ADDED SALES TAX 


M. BRONFENBRENNER* 


Kuchi-aki ni A day of poor business! 
Zeimuri ga kuru A tax-collector 
Urenai hi. Comes in first. 
Senryu by Ginrin Translated by R. H. Blyth. 


THE SEVERAL novel features 
introduced into the Japanese tax 
system in consequence of the Taxation 
Mission headed by Professor Carl S. 
Shoup,’ among the most interesting to 
students of taxation the world over is a 
system of sales taxation to be applied at 
each stage of production on the part of 
the product’s value which originates at 
that specific stage. This is the “ fuka- 
kachi-zei ” or “* value-added tax.” Tax- 
ation of “‘ value-added ” had been con- 
sidered and recommended by a number 
of scholars in principle and in passing,” 


* The author is associate professor of economics 
at the University of Wisconsin and served as tax 
economist in Tokyo during the academic year 
1949-50. 


1 Report on Japanese Taxation by the Shoup Mis- 
sion (4 vols.; Tokyo: SCAP, 1949) gives the con- 
clusions and recommendations of the mission. The 
chairman, Professor Shoup, was primarily responsible 
for the value-added tax recommendation although 
not for the detail of the law as finally passed. Other 
members of the mission included Dean Howard R. 
Bowen, Professor William S. Vickrey, Professor 
Jerome B. Cohen, Mr. Rolland F. Hatfield, Professor 
Stanley S. Surrey, and Professor William C. Warren. 
Detailed discussion of the value-added tax is concen- 
trated in vol. ii under the misleading heading of 
“Enterprise Tax.” 


21In addition to Shoup himself, T. S$. Adams and 
Studenski in the United States, Colm, Lehmann, and 
Nikisch in Germany, and Yamabe in Japan are cited 
in support of the tax in an unpublished report by 
the Japanese Enterprise Research Institute (Torao 
Nakanishi, chairman) presented to the Economic and 


but the Japanese Local Tax Law of 1950 
represents its first detailed over-all ap- 
plication.* The effective date of the 
new law has been postponed to Janu- 
ary 1, 1952, to allow for further study 
and possible amendment. The basis of 
the present discussion, however, will be 
Professor Shoup’s original recommenda- 
tions of August, 1949, and the law as 
enacted by the Japanese Diet in August, 
1950. (A substantially similar draft, 
with an earlier effective date, was voted 
down by the House of Councillors in 
May, 1950.) 

In the new Japanese tax system, the 
value-added tax is to be the principal 
independent revenue source for the Jap- 


Scientific Section of SCAP in February, 1950. A 
short history of value-added tax theory in the United 
States is found in Paul Studenski’s “* Toward a Theory 
of Business Taxation,” Journal of Political Economy, 
XLVIII (October, 1940), 651-53. See also Hanya 
Ito, “The Value-Added Tax in Japan,” Annals of 
the Hitotsubashi Academy, I (October, 1950), 45, 
$2 f. Value-added taxation is also mentioned in 
most of the standard American public finance text- 
books and in monographic studies of sales tax prob- 
lems. The present writer has made no systematic 
search of the literature for other references. 


3 The French production tax, as amended in 1950, 
applies the value-added device (although not the 
name) to manufacturing industry, whereas the 
Japanese law applies it to other types of economic 
activity also. The French and Japanese experiments 
were apparently drawn up independently. 

Mrs. Clara Grey Sullivan, in a forthcoming dis- 
sertation on the general problem of value-added taxa- 
tion, points out that a value-added sales tax at the 
Federal level was proposed in the U. S. by Sen. Reed 
Smoot (R., Utah) in November, 1921, but failed of 
passage. 
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anese prefectures (ken, do, and fu), 
which however will also receive sub- 
stantial amounts from the central gov- 
ernment in “equalization grants.” 
(The Japanese prefecture lies midway 
between the American state and the 
French département in functions and 
autonomy; in area, it is rather larger 
than the average American county.) 
The value-added tax is also important 
as a replacement for two older Japanese 
taxes. One of these is a local business 
income tax called the “ enterprise tax ” 
or “ jigyo-zei,” which is now shared 
equally between prefectures and mu- 
nicipalities. The other is a national 
“transactions tax” or “ torihiki-daka- 
zei.” Revenue-wise, it is the enterprise 
tax which is being replaced.* This sub- 
stitution of a sales for an income tax is 
designed to encourage private capital 
formation. The resulting shift of tax 
burden from businessmen to consumers, 
however, has aroused the ire of the Jap- 
anese labor movements and left-wing 
political parties.° Form-wise, it is a na- 
tional transactions tax which is being 
replaced. This tax was extremely un- 
popular before its repeal in January, 
1950; much of the odium attached to 
it has apparently been transferred to the 


4That is to say, the rates of value-added tax 
were determined so as to yield the same revenue 
to the prefectures (Y44 billion) as the enterprise 
tax yields prefectures and municipalities combined. 
Over the transition period (to January, 1952), the 
enterprise tax will remain in effect as a revenue source 
for prefectures only. 


5 This statement regarding tax incidence under the 
enterprise and value-added taxes respectively requires 
qualification. There is considerable evidence that the 
enterprise tax, like corporate income taxes generally, 
is in fact shifted partially to consumers—as indeed 
it must be in Japan, if enterprises are to remain 
solvent without tax evasion. There are also grave 
doubts among Japanese businessmen regarding the 
possibility of shifting the buik of the value-added 
tax burden. See Shoup Report, vol. ii, pp. 200, 203; 
also below, p. 310. 
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value-added tax. It will be difficult to 
disassociate the two taxes in Japanese 
taxpayer opinion. 


Theoretical Advantages 


Let us for the present accept the 
Shoup Mission’s conclusion that the 
combination of personal, corporate, and 
enterprise taxation of business income 
at high marginal rates exercises a sti- 
fling effect on private capital formation 
in Japan wherever the full rates are 
actually collected. Let us also accept 
the more fundamental capitalistic thesis 
that private capital formation is desir- 
able and should be encouraged even at 
the occasional expense of tax progres- 
sion, “equity,” and “ ability to pay.” 
Let us grant, in other words, the wis- 
dom of the decision to institute some 
sort of sales tax rather than some sort of 
income or property tax as the keystone 
of Japanese prefectural finance,® and re- 
view the various features which led the 
Shoup Mission to recommend the value- 
added tax as the optimum form of sales 
tax despite its novelty. 

In general, the advantages of the 
value-added tax lie in the avoidance, 
partial or complete, of the defects char- 
acteristic of the three other leading 
types of sales taxes: retail sales tax, 
manufacturers’ sales tax, and turnover 
or transactions tax. 

1. As compared with the retail sales 
tax in vogue in many American states 
and in a few American cities, the main 


6 Under the Shoup recommendations, the influence 
of United States practice on the allocation of 
Japanese revenue sources between governmental units 
is quite marked. Thus in both Japan and the 
United States, the central government will rely on 
personal and corporate income taxes plus tobacco and 
liquor excises. In Japan more than in America, a 
sales tax will be the major prefectural or state 
revenue source. As for the municipalities, property 
taxes will be their principal stand-by in both coun- 
tries. 
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advantage of the value-added tax is ease 
of collection. Collection of sales tax 
revenue from retailers exclusively would 
involve problems more difficult in Japan 
than in the United States. The typical 
Japanese retail outlet is not a chain store 
or other “ modern” business establish- 
ment with employees, books, and per- 
haps a cash register. Rather it is a tiny, 
unincorporated, family business, which 
overflows from the family’s living 
quarters, and which keeps rudimentary 
records or none at all. Moreover, the 
number of such microscopic and im- 
poverished marginal retailers is so great, 
even in small towns or distant suburbs, 
as to make almost impossible any but 
the most perfunctory check of their tax 
liabilities. Under a retail sales tax, eva- 
sion by these retailers would be an in- 
soluble problem. Under a value-added 
tax, evasion will of course persist, but 
collection of part of the tax from other 
stages of production, where firms are 
generally larger and easier to find, will 
reduce its quantitative importance. 
Collection at all stages is also expected 
to make possible the exemption of the 
smallest shops (value-added less than 
Y90,000 per annum, or $250 at the of- 
ficial exchange rate of Y360 to the 
dollar) without too great a revenue 
loss. 

Another serious administrative prob- 
lem in retail sales taxation is the identi- 
fication of a sale as being to a final con- 
sumer in such commodities as fuel and 
building materials. This is also more 
vexatious in Japan than in America, be- 
cause of the larger number of extremely 
small business establishments and busi- 
nesses carried on under the same roof 
with living quarters. Double taxation 
and pyramiding would be a real prob- 
lem under a retail sales tax, given Japa- 





nese conditions. Many small-scale fam- 
ily businesses could escape taxation 
altogether. Others might well find 
themselves paying sales taxes twice, both 
on what they bought and what they 
sold. Under the value-added tax, no 
distinction is made between sales to final 
consumers and to others, or between re- 
tail and non-retail types of | sales. 
Double taxation is avoided by quite an- 
other means, namely the deduction of 
the cost of goods sold from the tax base 
at each stage. 

2. When compared with the manu- 
facturers’ sales tax, the value-added 
form avoids several deficiencies. Under 
a manufacturers’ sales tax, in the first 
place, the entire tax must be paid at a 
relatively early point in the process of 
production, and capital funds must be 
tied up for prolonged periods between 
the tax payment and the final sale for 
consumption. The added cost to the 
final consumer tends to be not only the 
sales tax itself but the tax plus an ac- 
cumulation of interest over the interval 
in which capital funds have been steri- 
lized.* This again is a more serious 
drawback in Japan than in America, be- 
cause of two features of Japanese busi- 
ness institutions: (a) high interest rates, 
amounting to 8-12 per cent per annum 
on business loans; (b) low turnover 


68 There is, however, an offset, which Ricardo 
treats as complete. Suppose the manufacturer pays 
the tax at time ¢, and that the shifting to the con- 
sumer is complete only at the later time #. The 
consumer then has the use of the tax funds over the 
interval, which he would not have had if he had 
paid the tax at #. David Ricardo, Principles of 
Political Economy and Taxation (Everyman ed., New 
York: Dent, 1911), p. 258 f. Also Shoup, Ricardo 
on Taxation (privately printed, 1950), p. 78. 

Mrs. Clara Grey Sullivan makes the allied point in 
correspondence that a manufacturers’ sales tax may 
raise interest rates by shifting funds from persons 
more likely to participate in the money market 
(manufacturers) to those less likely to do so (con- 
sumers) . 
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rates and high inventories, increasing 
the time period over which interest is 
saddled on the consumer. Value-added 
taxation does not by any means elimi- 
nate this difficulty, but lessens its 
quantitative significance by levying 
only a part of the tax at the earlier 
points in the production process. 

A manufacturers’ sales tax, in the 
second place, is apt to result in wide- 
spread double taxation and pyramiding 
wherever, as in Japan, integration of 
manufacturing processes is quite incom- 
plete. When important parts of a com- 
plex mechanism, such as a radio or 
automobile, are produced apart from 
the main body, double taxation on the 
parts is difficult to avoid in any manu- 
facturers’ sales tax. Furthermore—the 
third drawback of the manufacturers’ 
levy—when some competitors in a given 
industry are more highly integrated 
than others, the more integrated com- 
pany (usually the larger) has the 
smaller sales tax burden. It can ac- 
quire parts internally, free of tax, 
which its rival must buy in the market 
with tax attached. Any tax which dis- 
criminates in favor of the large, inte- 
grated concern is suspect in present-day 
Japan, where surveillance is being exer- 
cised to delay the re-establishmnt of 
monopolistic control by the prewar Zai- 
batsu combines. (Most of the former 
Mitsui, Mitsubishi, Sumitomo, and 
Yasuda operating companies still exist, 
although each company is ostensibly in- 
dependent of the others in the same 
“ chain,” and although most are operat- 
ing under more neutral names.) 

A fourth drawback of a manufac- 
turers’ sales tax is the difficulty of find- 
ing an analogous stage in nonmanufac- 
turing industry at which such a tax can 


be applied. 


3. Pyramiding of the tax burden and 
unfair advantage to large integrated 
companies are characteristic defects of 
the transactions, turnover, or gross in- 
come tax even more than of either of 
the other two types. Japan, as has been 
mentioned, repealed a national trans- 
actions tax in January, 1950, after a 
year’s unhappy experience. Professor 
Shoup has illustrated the defects of this 
tax effectively in a hypothetical numeri- 
cal example, together with the manner 
in which a value-added tax eliminates 
them. 


Suppose that a small raw materials pro- 
ducer sells raw materials for Y100,000 to a 
small manufacturer. The manufacturer 
works the materials up into a finished prod- 
uct, which he sells to a small wholesaler for 
Y500,000. ‘The wholesaler sells the goods 
to a small retailer for Y600,000 and the re- 
tailer sells them to the public for Y1,000,- 
000. What happens under a transactions 
tax? ‘The tax is imposed successively upon 
Y100,000, Y500,000, Y600,000, and Y1,- 
000,000—that is, on a total of Y2,200,000. 
Suppose that these independent concerns are 
competing with a large concern that is ver- 
tically integrated, that is, which itself per- 
forms all the functions of raw materials 
producing, manufacturing, wholesaling, and 
retailing. The large concern pays transac- 
tion tax only on Y1,000,000. It has a de- 
cided competitive advantage under the 
transactions tax. Under the value-added 
tax, however, the tax applies to the follow- 
ing amounts: raw materials producer, Y- 
100,000; manufacturer, Y400,000 (500,- 
000 — 100,000) ; wholesaler, Y100,000 
(600,000 — 500,000); retailer Y400,000 
(1,000,000 — 600,000). The total of these 
taxed amounts is Y1,000,000. And the 
large vertically integrated concern also pays 
a value-added tax on Y1,000,000, since its 
purchases from other firms are zero.” 


T Shoup Report, vol. ii, p. 202 f. 
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Problems in Determining Value-Added 


Since the value-added tax is a new 
tax, there have naturally arisen a num- 
ber of administrative and _ technical 
problems for which only tentative 
solutions are available. More such 
problems will undoubtedly arise during 
the early months or years of the en- 
forcement of the tax. In this section 
we shall take up a few of these diffi- 
culties. Some pessimistic Japanese and 
Occupationnaires have labelled them 
“* insoluble ” anywhere in the world, but 
particularly in the local governments 
of Japan. With this bleak conclusion 
the writer wishes to register sharp dis- 
agreement in advance, while admitting 
the gravity of the problems themselves. 

It may be characteristic of a govern- 
mental system like Japan’s, with a tra- 
dition of extreme centralization, to 
deny the competence of local authorities 
to administer any but the most routine 
set of economic or legal regulations 
without detailed orders from the capital. 
Some such feeling, at any rate, enters 
into the attitude of Japanese business- 
men toward local financial autonomy in 
general. The value-added tax, being 
new and untried, is an extreme case in 
point. It is probably more true in 
Japan than in America that the central 
government gets first choice of the 
limited supply of civil service adminis- 
trative talent available. On the other 
hand, the localities have the assistance of 
special central government agencies 
(the “Local Autonomy Agency ” and 
“‘Local Finance Commission”) whose 
duty it is to safeguard their new inde- 
pendence and provide technical advice 
to assist them in its exercise.® Further- 


8Some Americans in Japan see these agencies, 
despite their names, as vehicles for continuing central 
government dominance over local affairs. Before the 
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more, the value-added tax is the only 
serious administrative burden imposed 
on the prefectures by the Shoup re- 
forms. Both the national government 
above them, and the municipalities be- 
low, have tasks of at least equal diffi- 
culty. Finally, a series of discussions of 
value-added tax problems with a num- 
ber of earnest and intelligent tax of- 
ficials from nine prefectures of Hok- 
kaido and Northern Honshu in June, 
1950, convinced this writer that their 
general level of competence was by no 
means so low as the Tokyo authorities 
and businessmen would wish believed. 

The principal complex of problems 
pertains to the computation of value- 
added by the individual taxpayer. 
Conceptually, this is the height of 
simplicity. Value-added is the price of 
goods sold minus the cost of goods and 
services purchased. It is the value 
added to raw materials by any firm 
through working on them. Value- 
added corresponds to the sum of wages, 
interest, rent, and profits in economic 
theory—and we should note that it is 
usually positive even when profits are 
zero or a negative quantity. 

In practice, however, there are at 
least six knotty problems in this field, 
which we shall consider together with 
their tentative solutions. These solu- 
tions usually represent compromises 
among the views of the Shoup Mission, 
the Economic and Scientific Section of 
SCAP, the Japanese Ministry of Fi- 
nance, and the Japanese Local Auton- 





Qccupation, iron-clad control over local govern- 
ments was exercised from Tokyo through the Home 
Ministry or ‘ Naimu-sho.” The ‘“ Naimu-sho” has 
been abolished, but many former ‘ Naimu-sho” 
officials now hold posts in the Local Autonomy 
Agency and Local Finance Commission. Their ac- 
tivities sometimes appear more directive than ad- 
visory, particularly to Americans imbued with the 
tradition of local independence. 
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omy Agency. Any of the “ solutions” 


may be modified before the law goes’ 


into effect in 1952, but all of them 
should be of interest if a similar tax is 
adopted elsewhere. We shall attempt 
to take particular notice of all solutions 
which set up distinctions between value- 
added for tax purposes and “net 
product” as reckoned in estimating 
national income by industrial cate- 
gories.° 

1. Inter-Firm Rent, Interest, and 
Dividend Payments—When Firm A 
pays rent, interest, or dividends to Firm 
B, who has added the value, A or B? 
In whose value-added tax base should 
the payments be included? 


Here the Japanese law sets up one . 


rule for general business, and a different 
one for financial business (banking, in- 
surance, money lending, etc.), in an 
effort to prevent tax evasion and avoid- 
ance with a minimum of double taxa- 
tion. For ordinary business, land and 
building rent, interest, and dividends 
are considered as value added by 
the payor and not the payee. This 
treatment of interest and dividends is 
usual in national income statistics, but 
not so for rent.’° It is necessary in 
order to prevent tax avoidance on prop- 


®“Net product,” as defined in national income 
statistics, come closer to indicating the base of 
the value-added tax than does “value added by 
manufacture.” ‘Net product,” like the Japanese 
law, allows deduction of all payments to other 
firms for goods and services on current account, and 
not merely of payments for “raw materials” in a 
strict sense. For the inadequacy of the conven- 
tional “ value added by manufacture,” see Richard 
Ruggles, National Income and Income Analysis (New 
York: McGraw-Hill, 1949), p. 52. 


10In current national-income statistics, all rent 
payments, including imputed rent on owner-occupied 
dwellings, are classified as products of a “ real-estate 
industry ” which receives them. See Carl S. Shoup, 
Principles of National Income Analysis (Boston: 
Houghton Mifflin, 1947), p. 93 f.; also Ruggles, 
op. cit. p. 63. 


erty incomes received by individuals 
who are not in business and not sub- 
ject to value-added taxation. 

For financial business, which adds 
value to its monetary stock-in-trade by 
providing “ waiting ” and “ liquidity ” 
to other companies, another rule is 
used, which gives different results 
from the national-income concept of 
net product. Interest and dividends 
received by financial businesses form 
part of their value-added tax bases. 
The interest which they pay to de- 
positors or creditors (usually a smaller 
amount) is excluded. The current na- 
tional-income concept of net product 
for financial institutions is complex. 
It includes their payments of wages, in- 
terest, and profits minus their receipts 
of dividends and interest. This is 
nominally the same as in other firms, 
but included in the payments side are 
imputed interest and dividends to de- 
positors and policy-holders. These are 
equal quantitatively to the interest and 
dividends received; the balancing entry 
on the receipts side is an equal amount 
of imputed depositary and investment- 
counselling services rendered the pub- 
lic.” 

Divergence from the national-income 
concept for tax purposes may be justi- 
fied economically by the importance of 
imputations in the national-income 
treatment. Imputations serve well 
enough in published statistics, but less 
well in tax bases. The divergence is 


11 For the treatment of financial institutions in 
national-income accounting see Shoup, Principles of 
National Income Analysis, pp. 40-42, 107, 138-41, 
338 f.; also Ruggles, op. cit., pp. 55-61, and Dwight 
B. Yntema, “ National Income Originating in Finan- 
cial Intermediaries,” Studies in Income and Wealth, 
vol. X (New York: National Bureau of Economic 
Research, 1947), pp. 23-28, 34-43. (The present 
discussion, like the Japanese law, makes no distinc- 
tions between the treatment of short- and long-term 
interest.) 
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justified politically as avoiding the dif- 
ficulty of convincing financial interests 
that they had not been “ discriminated 
against” by what would appear to be 
“* double taxation ” of interest and divi- 
dends paid to them. 

The property-management business 
was exempted from the value-added tax 
altogether, to avoid “ double taxation ” 
of rent payments. This is by no means 
a perfect solution, since there is no rea- 
son to exempt the service charges such 
companies make for managing rental 
property." 

2. Business Investment Expenditures. 
—What account if any should be taken 
of purchases of new business plant and 
equipment? Of depreciation and ob- 
solescence on existing plant and equip- 
ment? Of changes in inventory posi- 
tion? Of capital gains and losses? 

The Japanese law permits deduction 
from value-added of all purchases from 
other firms, including purchases of capi- 
tal equipment and goods for inventory. 
It includes in value-added all sales, in- 
cluding those of assets and those which 
draw down inventories. No special 
consideration is given the gain or loss 
involved when assets are sold. Depre- 
ciation and obsolescence on existing as- 
sets are nondeductible, since these are 
purely bookkeeping entries not reflected 
in any actual sale. 

This treatment of new capital acquisi- 
tions and depreciation reverses the view 
accepted by students of national in- 
come. The national-income concept of 
net product ignores purchases and sales 
of fixed capital but is careful to deduct 
depreciation. The departures from the 
national-income concept were again in- 


118 Professor Ito (op. cit., p. 57) makes the same 
point. 
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troduced deliberately, and for definite 
reasons. First among these is an at- 
tempt to favor the new and growing 
firm by permitting deduction of its 
capital purchases. (Negative value- 
added may be expected to result during 
periods of heavy fixed capital invest. 
ment. This may be carried forward for 
five years—a further advantage for the 
new and growing company.) A sec- 
ond reason is greater ease of computa- 
tion, since the computation system in- 
volves sales minus purchases (see below, 
paragraph §). Under the plan as actu- 
ally adopted, all purchases are deducti- 
ble when made; no questions need be 
asked as to whether a given purchase is 
for current or capital account. A third 
reason is greater stability of yield. Dur- 
ing bad times, when sales fall off, capi- 
tal investment falls off likewise. Value- 
added, being a differential, declines less 
than it would if the relatively constant 
depreciation deduction had been used. 
Objection to the solution has how- 
ever been widespread, particularly 
among firms with heavy capital invest- 
ment already on hand, on which no de- 
ductions whatever may be made against 
the value-added tax base. Occasionally 
their own substitute proposals are ex- 
treme; one public utility accountant, at 
a Tokyo meeting attended by the 
writer, proposed seriously the double 
deduction of all new capital purchases 
and depreciation on capital assets both 
new and old! Nevertheless, the feeling 
of discrimination among Japanese heavy 
industry circles has its basis in fact. 
Despite the resultant blur in the value- 
added concept, and despite the greater 
complexity of calculations, depreciation 
on capital held as of the effective date 
of the value-added tax should probably 
be allowed as an additional deduction 
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from value-added for the sake of equity 
between taxpayers.” 

3. Expense Accounts.—Expense ac- 
counts are indirect payments by one 
company to another which would cer- 
tainly be deductible from value-added 
if made directly. Instead, they are 
made by the paying company to an em- 
ployee, who has usually paid the receiv- 
ing company on his own account in ad- 
vance of receipt from the employer. 
In the business practice of certain Japa- 
nese industries, such as the newspapers, 
these payments are both large and im- 
portant. The question of their deduc- 
tion or inclusion in value-added is some- 
times significant. 

The practice of “‘ padding ” expense 


accounts and concealing wage supple- 


ments therein is widespread in Japan, 
just as in the United States. In order to 
check tax evasion through these con- 
cealed wage payments, the Local Auton- 
omy Agency has inclined toward treat- 
ing all expense accounts as wages, and 
requiring companies to pay expenses di- 
rectly if they wish value-added tax de- 
ductions. This solution obviously in- 
volves a good deal of double taxation, 
and there has been a considerable vol- 
ume of protest from companies and 
industries who object to the choice be- 
tween double taxation and a compulsory 
change in their modes of doing business. 
The newspaper industry has been in the 
forefront of these protests. 


12 On its second visit to Japan, in August-Septem- 
ber 1950, the Shoup Mission accepted the point of 
view presented here, and proposed an amendment to 
the Local Tax Bill providing for deduction of de- 
preciation on assets in existence on January 1, 1952. 
The Mission also recommended inclusion of an option, 
whereby taxpayers might, if they chose, deduct de- 
preciation on new capital in lieu of the value of new 
capital purchased. Press Statement of the Shoup 
Tax Mission (Tokyo: Mimeographed, September 21, 
1950), p. 14. Cf. also Ito, op. cit., p. 50. 


4. Combination of Taxable with Ex- 
empt Activities—Certain activities, 
particularly those of a charitable or edu- 
cational nature but including also ordi- 
nary agriculture, are exempt from the 
value-added tax. We often find a sin- 
gle organization, however, carrying on 
taxable and nontaxable activities as a 
joint venture with largely joint costs. 
A similar problem arises when activities 
taxed at different rates are combined 
under joint production relations. How 
should the tax base or bases be com- 
puted in such instances? 

We can illustrate both the problem 
and its usual solution by considering 
Japan’s struggling agricultural coopera- 
tives, since spokesmen for these organi- 
zations have been most active in bring- 
ing the problem to the attention of the 
tax authorities. The major part of the 
activities of agricultural cooperatives is 
brokerage in the sale of the farmers’ 
produce and in the purchase of the 
farmers’ supplies. In the brokerage 
business, cooperatives compete with local 
businessmen subject to value-added tax- 
ation. Fair competition seems to imply 
that they bear the same tax themselves." 
Another part of their activities, how- 
ever, is experimental agriculture and 
agricultural education. Agriculture 
and education are both specifically tax- 
exempt. How should the cooperatives 
be taxed? 

The theory adopted in the present 


13 Livestock-raising, where larger establishments 
predominate, is the one branch of agriculture subject 
to the value-added tax. Officials of one prefecture 
(Fukushima), where large orchards are prominent in 
the local agriculture, have suggested to the writer 
that the exemption be also removed from orchards. 


14 Representatives of the agricultural cooperatives 
would disagree with this statement. Their theory 
seems to be that anything done by an agricultural 
cooperative is ipso facto “ agriculture” and should 
therefore be exempt. 
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law is that the nontaxable cooperative 
activities are financed out of the profits 
of the taxable ones. Cooperatives are 
accordingly subjected to tax computed 
on the same basis as any other business. 
This seems somewhat harsh, and a com- 
promise has been proposed which would 
exclude members’ dues specifically from 
the tax base on the supposition that it 
is these dues which finance the nontaxa- 
ble cooperative services. The ease with 
which cooperatives might juggle their 
books to offset spuriously high deduc- 
tions in their business activities by spuri- 
ously high dues to finance their educa- 
tional activities, however, militates 
against acceptance of this plausible 
compromise. 

5. Addition vs. Subtraction Methods. 
—Value-added, we have suggested, may 
be considered either as sales minus pur- 
chases or as the sum of wages, interest, 
rent, and profits appropriately defined. 
The two methods give the same result— 
always on the proviso that “ profit” is 
defined appropriately..“* The first 
scheme of computation is called the sub- 
traction or direct method, and the sec- 
ond the addition or indirect method. 
Table 1 presents the two methods, for 
“general business” and for “ financial 
business.” It will also serve to recapitu- 
late the arguments of paragraphs 1-2 of 
this section. It does not, however, tell 
us which method should in fact be used. 

During the first few years of the tax 
at any rate, it seemed unduly severe to 
the taxpayer to require filing of a 
double-entry return such as is indicated 
on Table 1. It also seemed unduly 


148 In defense of the subtraction method, Professor 
Ito (op. cit., p. 54) claims for it the advantage of 
emphasizing the business-tax rather than the sales- 
tax aspect of the new tax. If, as suggested here, the 
tax burdens are identical, any distinction seems to 
be highly metaphysical. 
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severe to the tax official to permit the 
taxpayer his choice of method and re- 
quire the tax official to familiarize him- 
self with both. Given the necessity to 
require one method or the other on 
official tax returns, the advantage of the 
subtraction method appears to be 
greater conceptual clarity. The advan- 
tage of the addition method, on the 
other hand, is greater conformity with 
standard accounting categories and with 
returns required for other taxes (par- 
ticularly the national income and social 
security levies). 

After a great deal of discussion, the 
subtraction method was adopted, in ac- 
cordance with Professor Shoup’s original 
recommendation. The Japanese ac- 
counting profession had emphatically 
favored the addition method as being in 
line with their accepted practice. Po- 
tential taxpayers, too, seemed to favor 
this approach, chiefly because the deduc- 
tion of losses, if any, was made explicit. 
(Proposals were made, some by account- 
ants who should have known better, to 
combine the two methods and confuse 
the two sides of the income statement 
by deducting losses from value-added 
as. determined by the subtraction 
method.) Finance Ministry officials, 
however, opposed the addition method 
as insufficiently independent of the na- 
tional income tax returns, and felt that 
requirement of a different computation 
would permit better checks on tax eva- 
sion. At the same time, the forms to be 
filed on value-added tax are expected to 
require inclusion of much of the data 
called for by the addition method, so 
that prefectural tax officials may make 
occasional spot checks. 


Other Unsolved Problems 


Less directly connected with the defi- 
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nitica and computation of value-added 
are another series of problems, mainly 
involving specialized Japanese condi- 
tions but also including features of more 
general interest. 

1. Treatment of Smaller Enterprises. 


Y90,000 value-added per year are ex- 
empt from value-added tax, chiefly for 
the purpose of saving the time of ad- 
ministrators. There is no corresponding 
exclusion for the larger enterprises, nor 
is there anything in the nature of a 


—Business enterprises with less than “notch” provision, Japanese authori- 


TABLE 1 
, CoMPUTATION OF VALUE-ADDED 








A. GENERAL BUSINESS 





Addition (Indirect) Method Subtraction (Direct) Method 





Net operating profit 


plus Payroll Total receipts 
’ plus Interest paid minus Rent, interest, and dividends 
Be Tn ty See a ecw! eh ee ae ee a, OE 7 received 
plus Rent paid minus Goods and services purchased from 
Depreciation charges other firms 


us ; : 
minus Additions to capital assets minus Other business taxes 


minus Additions to inventory 


{ Notes: 

1. The two sides balance. 

2. Losses are therefore deducted in fact even under the subtraction method, where they 

are not deducted explicitly. | 

3. Land and building rent, interest, and dividends are included in value-added by the 
payor and not the receiver. 


4. Items above the dotted line on the left-hand side are included in the usual national- 
income concept of net product. 











B. FINANCIAL BUSINESS (BANKING, INSURANCE, MONEY-LENDING, ETC.) 





Addition (Indirect) Method Subtraction (Direct) Method 











Net profit Total receipts 
plus Payroll minus Rent received 
=. 5 nadie’ >e os lag edlgee qe the dance 2 Pagelaadien eet maine rte minus Interest paid 
plus Rent paid minus Goods and services purchased from 
plus Depreciation charges , other firms 
minus Additions to capital assets minus Other business taxes 
Notes: 


1. The two sides balance. 


2. Losses are therefore deducted in fact even under the subtraction method, where they 
are not deducted explicitly. 

3. For financial institutions only, interest and dividends are included in the value added 
by the receiver and not the payor. The purpose of this special treatment is to check 
tax avoidance by financial institutions whose net cash interest and dividend receipts 
would otherwise be negative, while at the same time avoiding the inclusion of 
imputed items in the tax base. 

4. The national-income concept of net product for financial institutions is the sum of 
(a) items above the dotted line on the left-hand side, (b) interest paid, imputed 
and real, minus interest received, and (c) imputed dividends paid, minus dividends 
seonved. The imputed payments are equal in value to the interest and dividends 
received. 
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ties felt that granting of a Y90,000 an- 
nual exclusion to all enterprises would 
so reduce the tax base as to require 
higher rates than were politically palat- 
able. 

The exemptions of agriculture and 
forestry are also justified largely because 
the value-added of the typical Japanese 
family farm or forest is too low to be 
worth assessing. For agriculture, two 
other reasons also should be mentioned, 
the reduction of the regressivity of the 
sales tax by a partial exemption of food, 
and some compensation to the farmers 
for the sharp increases in their local real 
estate taxes by the Shoup recommenda- 
tions as embodied in the Local Tax Act 
of 1950. The last reason mentioned also 
applies to forestry. The fishing indus- 
try, also basic in Japan, has made 
a strong plea for total exemption, but 
many fishing concerns are operated on 
an extremely large scale, and the in- 
creased real estate taxes added relatively 
little to the operating costs of fishermen, 
since the sea is tax-free. 

2. Tax Rates.—The Japanese have a 
tradition, embodied in the enterprise 
tax, that business is to be taxed more 
heavily than professions. A double-rate 
system was therefore included in the 
value-added tax as well, despite the 
preference of all the Americans for a 
single rate.’® 

The “standard rates” were set at 4 
per cent for business, 3 per cent for pro- 
fessions. The prefectures need not use 
these standard rates, but may go as high 
as 8 and 6 per cent if they so desire, or 
may drop the rates to zero if they wish. 
The importance of the standard rates 
lies in their use in estimating each pre- 
» 15In its press statement of September 21, 1950 
fop. cit., p, 15), the Shoup Mission urged an amend- 


ment to provide an uniform rate for all types of 
business. 


[ Vo. Ill 


fecture’s ability to finance its own needs 
before assistance from the central gov- 
ernment’s annual equalization grant, 
In practice nearly all prefectures are ex- 
pected to use the standard rates. 


The tax is expected to raise Y44 bil- 
lion in its first year. Business interests 
believe that the rates mentioned will 
actually raise a great deal more; prefec- 
tural officials maintain the exact op- 
posite. Japanese national income sta- 
tistics were used in the estimates. They 
are insufficiently complete for value- 
added to be estimated with great ac- 
curacy, especially when the smallest 
enterprises are deducted. The writer 
felt that, considering a probable down- 
ward bias in the national income figures, 
3.5 and 2.5 per cent rates might be 
enough to yield the necessary revenue 
with a reasonable ratio of collections to 
liabilities. Higher rates were however 
placed in the law on the assumption that 
collection would be less than normally 
efficient at the outset. If the law is 
amended to allow depreciation to be de- 
ducted on pre-existing assets, the higher 
rates are probably advisable. 

3. Filing and Payment.—The value- 
added tax is set up on a pay-as-you-go 
or current basis. Firms file two or three 
times a year on the basis of value-added 
in the previous period, and there are 
year-end adjustments. New firms file 
approximate returns based on experience 
prior to the first filing date. Firms will 
report value-added during the latter 
part of 1951 in preparation for the 
effective date of the new tax at the start 
of the new year. 

The current basis of the value-added 
tax is in contrast with the enterprise tax 
which it replaces. The latter is on a 
prior-year basis. The shift will mean 
that taxpayers will “skip a year” of 
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enterprise tax payment, namely 1951, 
with results similar to those involved 
when the American personal income tax 
was put on a current basis by the adop- 
tion of the Ruml Plan during the Sec- 
ond World War. 


4. Allocation Between Prefectures.— 
Most of the larger Japanese companies, 
and a sizeable proportion of the smaller 
ones as well, do business in more than 
one prefecture. Under the enterprise 
tax, the prefecture and municipality in 
which a company’s home office was 
located collected the tax on this com- 
pany’s entire income. The tendency of 
large companies to concentrate their 
head offices in the six largest cities of 
Japan (Tokyo, Osaka, 
Kobe, Kyoto, and Nagoya) produced an 
unhealthy concentration of local tax re- 
ceipts. In an attempt to avoid this con- 
centration under the value-added tax, 
the Local Finance Commission is to su- 
pervise a system of allocation of each 
company’s tax base among the various 
prefectures in which it does business. 
Fifty per cent weight in the allocation 
is to be based on the company’s pay- 
rolls, and the remainder on purchases 
from the company. This allocation is 
expected to give the poorer rural pre- 
fectures a greater share of local tax 
revenues and to improve the level of 
their government services. The benefit 
will probably be greatest in areas like 
the relatively undeveloped island of 
Hokkaido, which is dominated economi- 
cally by large mining, lumbering, fish- 
ing, dairying, and ranching concerns 
whose productive activities are carried 
on in Hokkaido, whose products are sold 
all over Japan—but whose home offices 
are in Tokyo. 


§. Misinformation and Apathy.— 
Perhaps the greatest danger facing the 


Yokohama,. 
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new tax in Japan is the widespread mis+ 
information among taxpayers concern- 
ing its nature and provisions. The av- 
erage Japanese does not understand even 
the term “ fuka-kachi,” which is a lit- 
eral translation of the English “ value- 
added.” It is not in his dictionary, and 
he is bewildered. The term may have 
implications of double taxation, or he 
may look upon it as synonymous with 
“gross income.” (In which case the 
value-added tax looks like a transaction 
tax, at much higher rates.) Or he may 
think of the value-added tax as an in- 
come tax like the enterprise tax, which 
he is expected to bear himself but does 
not feel he can. A certain amount of 
such misinformation is spread (or at 
least not combatted) by the Japanese 
newspapers, who had expected exemp- 
tion from the tax.'® 

The existing explanations and manu- 
als which this writer has seen are too 
“ operational ” to correct this situation; 
They tell the taxpayer what he is ex- 
pected to do; they list in detail, for ex- 
ample, what deductions from gross sales 
he may and may not make in comput- 
ing his value-added. They make no at- 
tempt to justify their rules, to explain 
the economics of the tax, or to render 
the taxpayer capable of deciding for 
himself cases not covered by the man- 
uals. The basic law and the regulations 
under it suffer from the same defect. 

Given these facts, given the pro- 
verbial devotion of the bureaucrat to an 
established administrative routine, and 


16 This expectation is difficult to explain, since 
newspapers had been subject to both enterprise and 
transactions taxes. The burden of the value-added 
tax, because of the inclusion of “ expenses of news- 
gathering” (i.e., reportorial expense accounts) in 
the tax base, is greater than the combined burden of 
enterprise and transaction taxes, and the newspaper 
industry finds it difficult to raise prices because of 
SCAP insistence that they be kept low. 
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given also a Japanese tradition of set- 
tling tax liabilities by individual or col- 
lective bargaining, many are afraid that 
the new law will be sabotaged by pre- 
fectural authorities who ignore its pro- 
visions and content themselves with col- 
lecting some multiple of the taxpayer’s 
enterprise tax liability in a previous 
year. SCAP and Japanese officials are 
trying to combat this tendency by a 
campaign of education; a few Ameri- 
cans are carrying on local tax surveil- 
lance in the field; the facilities of the 
Local Finance Commission are available 
to those prefectures who care to use 
them and are not too remote to make 
transportation a serious problem. 


Some Theoretical Drawbacks 


It would be an exaggeration to ascribe 
the lack of popularity of the value- 
added tax in Japan entirely to misin- 
formation, even combined with the 
peculiar political situation of 1950.77 
The tax has certain drawbacks, some of 
them associated particularly with special 
features of the Japanese law and some 
apparently more general. 

From the viewpoint of the business- 
man, in general, the great defect of the 
value-added tax is its questionable in- 
cidence. It is not so easy to pass on to 
consumers as are other types of sales 


17 Two points should be mentioned here in ex- 
planation of “the peculiar political situation.” In 
the first place, the Shoup Report, while reducing 
mational taxes by some Y70 billion, increased local 
taxes by approximately Y40 billion. It was there- 
fore natural to find opposition centering on the 
Local Tax Bill, which included all the major net 
increases. In the second place, this tax-increasing 
Local Tax Bill was considered a joint product of the 
Yoshida (Liberal Party) Government and of the 
American Occupation (SCAP). The efforts of all 
four opposition parties to discredit the Government 
were re-inforced by latent anti-Occupation feeling, 
part of which was undoubtedly stirred up by quite 
unrelated issues. 


[Vo. Ill 


taxes, and the shifting process is much 
slower. 

Under the ordinary sales or transac- 
tion tax, the businessman can compute 
immediately how much his liability on 
a given sale or transaction will be, and 
he will usually mark up his price im- 
mediately. In the case of a value-added 
tax, he cannot do so. Value-added as a 
percentage of gross sales differs between 
firms and industries, and tax rates may 
vary between localities as well. Few 
businessmen will know with any degree 
of certainty the percentage of their 
gross income represented by value- 
added. If they did know, the knowl- 
edge would be somewhat insufficient in 
the absence of knowledge regarding 
corresponding percentages for their 
competitors. Many Japanese business- 
men seem to fear that their competitors 
will either evade the tax completely or 
decide to bear it as an income tax, so 
that they themselves will be unable to 
shift the tax at all. 

A more likely outcome is that in the 
course of a few months or years a “ rep- 
resentative percentage” will become 
known generally in each line of trade. 
Many firms, whose ratio of value-added 
to gross sales is higher than that of the 
“ representative firm,” will find them- 
selves unable to pass on the tax in full. 
Others, whose ratio is lower than that of 
the “ representative firm ” among their 
competitors, may be able to pass on 
more than the full amount. Except for 
these differentials, the incidence should 
be the same as for any other type of 
sales tax, and the differentials are as 
likely to work in favor of any particular 
Mr. Smith or Mr. Tanaka as they are to 
work against him.’* In the transition 


18 For the opposite point of view, and an academic 
sanction for the anticipation of the Japanese business- 
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period, however, the difficulties are un- 
derstandable, particularly if Smith or 
Tanaka has only a vague idea of the 
meaning of value-added in the first 
place. 

During the first half of 1950, when 
the discussion of this tax was at its 
height, the rate of profit in Japanese 
business was falling in consequence of 
the stabilization of the price level and 
the disappointment of inflationary an- 
ticipations. Under these circumstances, 
the shifting of any kind of sales tax 
would appear difficult to the business- 
man. Imposing a sales tax when the 
rate of profit is falling involves no par- 
ticular difficulty in economic analysis; 
the tax is passed on, and the net rate of 
profit falls at the same time. The busi- 
nessman, however, is more apt to look 
at the situation as involving mainte- 
nance of the gross profit rate and failure 
to shift the tax. The phenomenon is 
the same, but the viewpoint is different. 
From the businessman’s position, opposi- 
tion to the tax is readily comprehensi- 
ble, even though the economist feels 
reasonably certain that the net profit 
rate would fall in any case. 

Japanese businessmen also harbor 
doubts, despite assurances from Tokyo, 
that the official prices of price-con- 
trolled commodities will in fact be 
raised immediately to take account of 
the added cost ascribable to the value- 
added tax. The same problem afflicts 
the public utility industries, whose rates 
are subject to government regulation. 





man, see Studenski, op. cit. p. 653 f.: “ The actual 
incidence would most likely vary greatly from in- 
dustry to industry, depending on its nature and the 
relative elasticity of supply and demand and exist- 
ence of competition or monopoly therein....It can 
scarcely be asserted that the incidence of the value- 
added tax would always be on the consumers and 
that the tax is merely a new type of consumption 
tax....The tax on value added must be considered 
as being primarily a production tax.” 


JAPANESE VALUE-ADDED SALES TAX 311 


In a particularly difficult position are 
the privately owned railroad and ship- 
ping companies, whose lobbies were per- 
haps the most active and powerful in 
opposing the new tax and postponing 
its effective date. For not only are their 
rates subject to public regulation, but 
they are in competition for both freight 
and passenger business with the Japa- 
nese National Railways, which are in- 
strumentalities of the central govern- 
ment and pay no local taxes whatever.” 
Even if the necessary rate increases 
were granted, therefore, the private 
transportation companies might hesitate 
to put them into effect, in view of the 
nature of their competition. 

Over and beyond a characteristic 
preference for income and profits taxes 
over sales taxes, the Japanese left wing 
and labor movement has a more special- 
ized objection to the value-added tax. 
Japanese labor holds tenaciously to 
“ lump-of-work ” and “ technological- 
unemployment” theories. | Chronic 
overpopulation, combined with the 
postwar interpretation of “ industrial 
rationalization ” to mean mass lay-offs 
and little more, have left the Japanese 
labor organizations, and the political 
parties which they support, intensely 
suspicious of measures which tend in 
any degree to encourage the employ- 
ment of machines rather than man 
power. The value-added tax, unfor- 
tunately, is such a measure. As can be 
seen from the addition method of cal- 
culation, payrolls form a major part of 
the value-added tax base. Some critics 
have even referred to the tax as a pay- 
roll or employment tax, even though 


19 The Shoup Mission has recommended that the 
Japanese National Railways be subjected to the local 
value-added tax, “ under rules to be set by the Local 
Finance Commission” (Press Statement, September 
21, 1950, p. 15). 
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interest, rent, and profits are also subject 
to taxation. On the other hand, pur- 
chases of new machinery are deducted 
explicitly from the tax base. The 
writer is inclined to doubt that the re- 
sulting downward pressure on employ- 
ment (or wage rates) will be more than 
infinitesimal, for two reasons. It is off- 
set partially in the same Local Tax Law 


‘by provisions subjecting machinery, 


both new and old, to municipal prop- 
erty taxation for the first time.*° Fur- 
thermore, machinery prices are expected 
to rise, since the new tax applies to ma- 
chinery production as well as any other 
industry. It would be useless to deny, 
however, that the tax has aroused in the 
Japanese working class some fear for 
employment and wage rates resulting 
perhaps from unduly confident claims 
for the tax as inducing faster rationali- 
zation of Japanese industry. 


For such time and to such extent as 
the value-added tax does not fall on 
consumers, tax burdens under it are al- 
located very differently from tax bur- 
dens under the enterprise tax which it 
replaces. The shift is in favor of firms 
making high profits with relatively low 
payrolls and much new capital. It is 
against firms making low profits (or 
losses) , with high payrolls, or with large 
fixed capital investments if depreciation 
cannot be charged against value-added. 
Generally speaking we may say that the 
tax burden is shifted against big busi- 
ness, and in favor of medium and 
smaller enterprises, as the larger firms 
are the ones most heavily saddled with a 
payroll which Japanese customs render 
frequently supernumerary,”* and with 


20 The offset is only partial because the tax bur- 
den on payrolls under the value-added tax is ex- 
pected to be rather more than twice the tax burden 
on machinery and other depreciable assets under the 
municipal property tax. 
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old capital equipment which may re 
main ineligible for depreciation deduc- 
tions. This would seem to be a point in 
favor of the tax in present-day Japan, 
However, the medium and small enter- 
prises, being relatively unorganized, 
have remained almost silent, while the 
large firms have presented a most effec- 
tive campaign of opposition. 

As a result of this campaign of op- 
position, special relief provisions for a 
number of industries where value-added 
is high relative to profits have been in- 
troduced into the value-added tax law 
as Article 73. For these industries 
(which include private railroads, ship- 
ping, banking, insurance, warehousing, 
etc.), the tax base for the first year of 
the new law is to be not value-added as 
computed, but an arbitrary percentage 
of gross income from sales. The ar- 
bitrary percentages included in Article 
73 are in most, if not all, cases so low as 
to give the industries concerned sub- 
stantial relief as compared with what 
they would otherwise pay. 

A plausible case can be made for Ar- 
ticle 73 as a one-year transition pro- 
vision. More probably, however, the 
“ one-year” feature is a fraud. Japa- 
nese industrial pressure groups hope to 
renew the article annually or make it 
permanent, to increase the number of 
industries given relief, and perhaps to 
scuttle the tax entirely by its use. 

It seems to this writer that Article 73 


21 Jt is thought socially irresponsible in Japan for 
an employer to dismiss laborers except for personal 
cause, unless he himself goes out of business at the 
same time. Thus we find workers continuing to 
draw full pay even though plants are shut down 
through lack of raw materials and markets, or even 
while they themselves are on strike. The newspaper 
industry represents a fairly extreme case of these 
practices. Japanese newspapers are generally held 
down to two pages a day by the newsprint shortage, 
but the staffs are the same size as those used 


previously for daily papers of eight pages or more. 
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is a serious error and should be repealed. 
It is arbitrary and capricious in its 
coverage, and it may be extended so as 
to reduce the tax yield substantially.” 
Much preferable, if relief need be given 


22 The Shoup Mission is in agreement with this 
position (Press Statement, September 21, 1950, p. 
14 f.). For evidence of a movement to extend Arti- 
cle 73 more widely, see Ito, op. cit., p. 55. 


Japanese heavy industry, would be the 
plan suggested above of permitting de- 
duction of depreciation on capital held 
at the effective date of the value-added 
tax. This would be more general in its 
application, more easily justifiable for 
the long run, and less dangerous to the 
future of the tax base. 
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RETAIL SALES TAXATION IN THEORY 
AND PRACTICE 


JOHN F. DUE* 


ETAIL SALES TAXES, unknown 
in the United States and Canada 
twenty years ago, have become major 
elements in the tax structures of the 
states and provinces of the two coun- 
tries—elements that were at first re- 
garded as temporary, but which have 
assumed increasing permanency of sta- 
tus as time has passed. In the 1949 
fiscal year sales taxes yielded 23.9 per 
cent of total state tax revenue, and 14.9 
per cent of state total current revenue; 
in 1950 21.1 per cent of total state tax 
collections came from sales taxes.’ In 
1950 the tax was employed by twenty- 
eight states and the District of Colum- 
bia. Most of these levies are strictly re- 
tail sales taxes; in a few instances the 
retail tax is a portion of a gross income 
levy applying also (though at lower 
rates) to firms other than retailers. In 
almost all the sales tax states, the tax 
is the major single source of revenue; in 
several it yields more than half of total 
state tax revenue. 
Five of the ten Canadian provinces 
now use the levy.? In the three prov- 
inces using the tax in 1948, the tax 


* The author is associate professor of economics 
at the University of Illinois. 


1U. S. Bureau of the Census, State Government 
Finances in 1949; State Tax Collections in 1950. 


2 Quebec, Saskatchewan, British Columbia, New 
Brunswick, and Newfoundland. The last became a 
part of the Dominion in 1949. 


yielded 26.1 per cent of provincial tax 
collections and 14.2 per cent of pro- 
vincial government net revenue; for all 
provinces the over-all percentages of 
sales tax revenue to total tax collections 
and revenues were 13.8 and 6.9 respec- 
tively.® 

In the last few years the sales tax has 
been spreading to cities. About 100 
cities and towns in California now have 
retail levies, in addition to New York 
City, New Orleans, Denver, and sev- 
eral other American cities; in Canada 
the city movement is confined to the 
province of Quebec, in which Montreal, 
Quebec City, Trois Rivieres, and fifteen 
other localities have introduced the tax. 


The majority of the American sales 
taxes were introduced during the mid- 
dle of the decade of the ’thirties, 1933 
to 1935, as the states sought desperately 
to gain additional revenue to cover ex- 
penditures and to meet political de- 
mands for property tax reduction. Re- 
jected by most economists as medieval 
anachronisms, the taxes were drawn up 
hastily, with little thought to their ex- 
act aims beyond raising money, their 
economic effects, or the best structures 
in terms of the desired purposes. States 
introducing the levies subsequently 
copied the laws of the pioneers in the 


8 Canadian Bureau of Statistics, Financial Statistics 
of Provincial Governments, 1948. 
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movement. Typically the taxes were 
regarded as temporary expedients, de- 
signed to raise money quickly, and des- 
tined for elimination once the depres- 
sion was over. 

After the introduction of the Kan- 
sas law in 1937, no new sales levy was 
introduced in the United States for a 
ten-year period;* in 1947 four new 
taxes were introduced, and one addi- 
tional in 1949. Meanwhile the Cana- 
dian provinces had commenced to adopt 
the levy; the first tax, that of Alberta, 
levied in 1936, was repealed in 1937. 
But Saskatchewan introduced the tax in 
1937, followed by Quebec in 1940, 
British Columbia in 1947, and New 


Brunswick and Newfoundland in 1950: 


In general the new postwar levies arose 
out of the failure of other tax yields to 
keep pace with inflationary trends in 
prices and wage costs and continued 
pressure from property-owning groups 
for property tax relief. In Canada, 
the use of the tax was furthered by the 
surrender by the provinces to the Do- 
minion of the right to impose income 
taxes in exchange for a share of the 
Dominion income levy; the latter share, 
plus the limited provincial tax re- 
sources,° became inadequate to cover 
desired expenditures. In general, these 
postwar levies were merely copied from 
the laws of the ’thirties; the Canadian 
laws were modeled to a large extent on 
American practise. Meanwhile the 
earlier laws, except for a few which had 
been repealed, had lost their temporary 


4 Louisiana re-enacted in 1942 a law which had 
been repealed in 1940. 


5 The provinces are constitutionally limited to di- 
rect taxes. For this reason the sales taxes take the 
legal form of levies upon the consumer, collected 
from the retailer. 


nature and had come to be regarded as 
permanent parts of the tax structure. 
Unfortunately, however, the hastily 
conceived laws of the ’thirties have in 
most states never been reconsidered and 
redrawn in light of requirements of a 
sound tax structure, and the new laws 
have merely repeated the errors of the 
earlier years. Writers in the field of 
public finance, almost without excep- 
tion, have continued to ignore the prob- 
lems of sales taxation.® And yet the 
taxes constitute major revenue pro- 
ducers and their permanency, in the 
foreseeable future, seems assured; intro- 
duction into additional states and prov- 
inces appears to be a likely possibility. 
There is widespread misunderstanding 
in regard to the coverage of the present 
taxes. They are usually conceived to 
be taxes measured by consumption ex- 
penditures, yet actually wide ranges of 
these expenditures are not taxed, while 
at the same time the taxes include a 
substantial number of sales to business 
firms. Reconsideration of the taxes in 
terms of the desired aims is essential. 


Role of the Sales Tax in State and 


Provincial Tax Structures 


The sales tax is usually regarded, in 
the study of public finance, as a tax 
upon consumption expenditures, apply- 
ing at a uniform rate to all or to a wide 
range of consumption purchases. Es- 


6 The most complete study of sales taxation is to 
be found in the document entitled Considerations 
Respecting a Federal Retail Sales Tax, prepared by 
the Division of Tax Research of the U. S. Treasury, 
and appearing in the Hearings of the Ways and 
Means Committee of the House of Representatives 
on Revenue Revision of 1943, pp. 1095-1272. Sev- 
eral articles on sales taxes are to be found in “ Con- 
sumption Taxes,” Law and Contemporary Problems, 
Summer, 1941. See also N. H. Jacoby, Retail Sales 
Taxation, (Chicago: Commerce Clearing House, 
1938). 
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sentially a tax of this form is an alter- 
nate means to the income tax of reach- 
ing current income. The primary dif- 
ference between the two methods of 
collection, assuming that the burden is 
distributed in the same manner over 
various income groups, is the applica- 
tion of the sales tax only to the por- 
tion of income which is spent on con- 
sumption; that portion which is saved 
is not taxed, and thus a person can re- 
duce his tax liability by increasing the 
percentage of income saved. There is, 
of course, the further difference that 
payment occurs at the time expendi- 
tures are made rather than at the time 
income is received (as in the case of 
withholding) or at some stated date 
during the year. In practice there is 
certain to be an additional difference: 
The actual distribution of burden among 
income classes would almost never be 
the same with the two types of levy, 
since income taxes are not applied to the 
lowest income brackets, though theo- 
retically, of course, they could be. 
The only real advantage of a sales 
tax, from the standpoint of the over- 
all tax structure, is the possibility that 
the lighter burden placed upon saving 
may avoid the adverse incentive effects 
that income taxation may have. A per- 
son can escape sales taxes by avoiding 
consumption; he cannot avoid income 
taxes by any change in disposition of 
his earnings. How significant this 
merit is depends upon the actual mag- 
nitude of the adverse effects of income 
taxation on incentives; these are, of 
course, not known at the present time. 
Against this merit must be weighed 
the fundamental objection to any gen- 
eral consumption tax; the latter inevi- 
tably discriminates against those per- 
sons who have a relatively high prefer- 
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ence for consumption. This preference 
is often due to circumstances. Large 
families, for example, typically must 
spend a higher percentage of income 
than smaller families of the same in- 
come level. Likewise objection is fre- 
quently raised against the absolute bur- 
den which the tax places on the poor 
and against the regressiveness which it 
introduces into the tax system. The 
merit of the latter argument depends, 
of course, upon the assumption made in 
regard to a desirable pattern of income 
and tax distribution. 

In defense of the sales tax it is some- 
times claimed, apart from the incentive 
argument, that it is a more feasible 
method of collecting some taxes from 
the lowest income levels. Even if the 
latter aim is regarded as desirable, it is 
questionable whether under present 
conditions a sales tax is actually superior 
to the income tax for this purpose, 
Many persons with low incomes are 
subject to Federal withholding levies 
and must file Federal tax returns. Even 
for others the filing of a simplified state 
return based upon the Federal short 
form would cause little difficulty to the 
taxpayer or administrative expense to 
the state. The sales tax does, of course, 
provide a method of obtaining some 
revenue from those persons who suc- 
cessfully evade or avoid income taxes. . 

The real basis upon which the sales 
tax must be defended in the states and 
the provinces is actually not that of its 
superiority in terms of a logical tax 
structure, but rather the practical in- 
ability of these governments to raise 
adequate funds by alternate means; 
The American states are confronted by 
a Federal income tax with a rate level 
already high—in the eyes of the tax- 
payers—and likely to become higher. 
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Political pressure against adding high 
state levies to this Federal levy is very 
substantial. Moreover, interstate com- 
plications interfere; the legislatures are 
constantly afraid of driving people and 
business out of the state. Constitu- 
tional provisions restrict the legislatures 
of some states. Serious consideration 
may well be given to the possibility of 
making greater use of the income tax 
at the state level, even with little or no 
progression and low exemptions. But 
any such changes are not likely to pro- 
duce adequate revenue to avoid sales 
taxation. Other state taxes productive 
of significant revenue are perhaps even 
less satisfactory than a carefully drawn 
sales levy. 


Desired Form of a Sales Tax 


If sales taxes are to be used, as they 
most certainly will be, it is highly de- 
sirable that they are set up in such a 
manner that they meet the require- 
ments of a sound tax structure. Par- 
ticularly, the following characteristics 
are required: 

1. The tax should constitute a uni- 
form percentage of all consumption ex- 
penditures, unless there exists specific 
justification for exclusion of certain ex- 
penditures. Failure to follow this rule 
introduces into a sales tax structure the 
evils of a system of excises. Those in- 
dividuals whose needs and preferences 
for the taxed articles are relatively great 
are discriminated against; likewise there 
occurs a reallocation of resources in the 
direction of the untaxed articles, as 


more of the latter are purchased and 
less of the taxed goods.’ 


7The “ mis-allocation of resources” argument 
against excises was carefully reconsidered in the 
article by E. R. Rolph and G. F. Break, “ The 
Welfare Aspects of Excise Taxes,” Journal of Politi- 
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It may be possible, of course, to jus- 
tify specific exclusions to accomplish 
desired social ends. Thus if it is con- 
cluded that a sales levy makes the tax 
structure excessively regressive or places 
too large an absolute burden on the 
poor, exemption of one or more groups 
of items on which the poor spend a 
large portion of their income and 
wealthy groups relatively less may be 
justified. Such an exemption also 
lessens the discrimination of the sales 
tax against large families. Adminis- 
trative considerations require that ex- 
emptions be held to a minimum num- 
ber of clearly definable groups. As a 
practical matter it does not appear 
feasible to exempt more than food and 
medicine from the levy. Food pur- 
chases, however, constitute the chief 
item of the total expenditure of the low 
income levels, and thus food exemption 
removes much of the regressiveness and 
burden from the poor. Approximately 
one-fifth of the tax revenue will be lost 
from a food exemption.*® 

2. The tax should yield to the gov- 
ernment an amount of revenue no less 
than the burden on the individual con- 
sumers resulting from the tax, so far as 
possible. It is most desirable that the 
tax structure be erected in such a way 





cal Economy, LVII (February, 1949), 46-54. As 
the authors point out, the usual form of the argu- 
ment rests on the assumption that the existing allo- 
cation of resources is the optimum one. Neverthe- 
less, objection may still be raised against what is 
essentially a random and unplanned movement away 
from the present position. 


8 When California exempted food in 1935, about 
17 per cent of the revenue was lost (Biennial Re- 
port of the California State Board of Equalization, 
1935-36, p. 109). In Illinois, in 1949, sales by food 
stores constituted about 22 per cent of total taxable 
sales; since some of this represents non-food sales, 
the actual loss would be approximately 20 per cent 
of total revenue. 
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that business firms do not succeed in 
passing on to the consumers a burden 
in excess of the taxes which the govern- 
ment collects plus any bookkeeping 
costs consequent to the handling of the 
tax. 

3. The tax should not discriminate 
against particular business firms. Thus 
the structure should be established in 
such a way that firms will be able to 
shift the tax without difficulty ® and 
that firms using certain methods of pro- 
duction are not discriminated against 
compared to those using other methods. 
Some injury to business firms from loss 
of sales owing to the shifting of the tax 
is inevitable; the expenditure of the 
government funds will in part offset 
this result. 

4. The structure of the tax must 
facilitate satisfactory administration. 
Sales taxes do not “ collect themselves ”; 
the tax structure must make possible 
the collection of the tax with minimum 
evasion and controversy between tax- 
payer and government. 


Merits of the Retail Form of Tax 


In terms of these requirements, from 
the standpoint of the states and prov- 
inces, the retail form of levy is by far 
the most satisfactory. First, only the 
retail levy allows the collection of a 
uniform percentage of tax on all cen- 
sumption expenditures. Since in a logi- 
cal retail tax structure the tax is levied 
on the final sale to the consumer, this 
result is accomplished automatically. 
With a manufacturers’ or wholesale 
levy, the aim cannot be realized. Mar- 


® When firms are making excess profits, it would 
be desirable that shifting of the tax by them be as 
difficult as possible. But it is impossible to arrange 
the structure of the tax in such a way as to accom- 
plish this purpose. 
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gins on various goods between manu- 
facturer and consumer vary widely. A 
tax which constitutes a uniform per- 
centage of the manufacturer’s price 
constitutes a widely varying percent- 
age of the retail prices and-of consump- 
tion expenditures. For example, two 
goods are each sold by manufacturers 
for $100; the total margin of whole- 
salers and retailers down to final sale to 
the ultimate consumer is $10 for one 
good; $100, for the other. A 10 per 
cent manufacturers’ sales tax will con- 
stitute 9 per cent of the consumer ex- 
penditure on one article, and 5 per cent 
on the other. 

Second, a retail levy avoids the 
pyramiding which is likely to occur 
under a manufacturers’ or wholesale 
levy. When the tax is imposed early 
in the channels of distribution, dis- 
tributors of the product wili apply their 
markup percentages to prices which in- 
clude the tax, and thus essentially to 
the latter; as a consequence, the final 
price increase exceeds the amount of 
tax collected by the government. Over 
a longer period competitive forces in 
distribution fields may eliminate the 
excess, But in view of customary pric- 
ing procedures and oligopoly elements 
in these fields, the elimination may be a 
very slow process. In practice, the ad- 
ditional price increase may merely serve 
to perpetuate an excessive number of 
wholesalers and retailers. 

The retail levy also has the advan- 
tage of directness. Imposed at the final 
transaction, and often quoted sepa- 
rately, the tax is known to the con- 
sumer. There is definite merit in mak- 
ing taxpayers aware of the tax which 
they are bearing. Levies imposed 
earlier in the distribution channels be- 
come buried in the purchase prices of 
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the commodities. Any attempt to pre- 
vent this would be bitterly opposed by 
merchants, since separate quotation of 
a non-retail tax would reveal distribu- 
tors’ margins. 

From an administrative standpoint, 
the retail tax has one great advantage 
for the states and provinces—one which 
alone was primarily responsible for the 
adoption of this type of levy. The 
number of interstate retail sales is small 
compared to the number of interstate 
sales by manufacturers and other 
wholesale transactions. For both con- 
stitutional and practical reasons, taxa- 
tion by the states and provinces of 
interstate sales is very difficult. Eva- 


sion and avoidance are inevitable, with. 


consequent loss of revenue and dis- 
crimination against firms operating 
within the state or province. In one 
respect the retail levy does involve a 
more difficult task of collection; the 
number of retailers is much larger than 
the number of wholesalers or manufac- 
turers,’° and many of them are small, 
with very inadequate records." 


10In 1942, it was estimated that there would be 
17 times as many taxpayers under a retail levy as 
compared to a manufacturers’ levy, and 9 times as 
many as under a wholesale levy (Considerations Re- 
specting a Retail Sales Tax, op. cit. p. 1119). In 
Illinois in 1949, there were 23 times as many re- 
tailers as manufacturers, under the State Revenue 
Department classification. Some retailers (e.g., 
bakeries), however, would be classed as manufac- 
turers under a manufacturers’ levy. In this total, 


only those manufacturers making taxable sales are 
included. 


11In 1948-49, for example in California, 59 per 
cent of the retailers filing returns paid less than $30 
in quarterly tax, and in total contributed only 3.5 
per cent of the total sales tax revenue. On the other 
hand the 4 per cent of the retailers having annual 
quarterly payments of $1,000 and over paid 63 per 
cent of the total tax collections, and the 0.7 per 
cent having over $5,000 tax payments paid 39 per 
cent of the revenue. California State Board of 
Equalization, Bi-Annual Report, 1948-49, p. 148. 
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This advantage must not be exagger- 
ated, however. With a reasonably wide 
coverage of the tax, there would be a 
substantial number of small manufac- 
turers, such as bakeries and ice cream 
stores, and, if farm products were in- 
cluded, large numbers either of farmers 
or retailers depending on where the tax 
on these products was applied. Like- 
wise, the other levies present some 
troublesome administrative problems 
avoided by the retail tax. ‘* Manufac- 
turing” is much more difficult to de- 
fine satisfactorily for tax purposes than 
is a retail sale. Any levy other than a 
retail tax also presents serious valuation 
problems. Some manufacturers per- 
form more distribution functions than 
others. In some industries, firms selling 
to wholesalers may be competing with 
firms selling directly to consumers. To 
use the sale price as the base for the tax 
in each case would discriminate seri- 
ously against the firm selling to final 
consumers. As a result, almost of 
necessity the latter sale price would be 
readjusted backward in an attempt to 
remove the portion compensating for 
distribution functions. Such readjust- 
ments are extremely difficult to make 
equitably and increase the time neces- 
sary for auditing returns. 

In general, the almost-universal use 
of the retail form by the states and 
provinces is desirable; the only limita- 
tion, compared to other forms, is the 
larger number of small firms which 
must be audited. But the task has not 
proved at all impossible, although the 
standards of auditing in some states are 
by no means adequate. 


Structure of the Retail Levy 


The mere use of the retail form, how- 
ever, does not insure the attainment of 
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the desired ends. Fxamination of the 
existing state and provincial levies re- 
veals serious inadequacies in structure. 

Failure to Tax Services.—The first 
serious defect is the tendency to confine 
the tax to sales of tangible personal 
property and thus to exclude from the 
base the rendering of consumer serv- 
ices of all types.’* Nine states, as well 
as all five provinces, confine the tax 
strictly to tangible personal property 
(including in some cases utility services 
such as gas and electricity). Seven ad- 
ditional states include various forms of 
amusements but no other services. In 
most of the remaining states only a few 
additional services, such as photographic 
work, hotel rentals, and printing, are 
included. Only Mississippi and West 
Virginia make a serious effort to apply 
the tax to a wide variety of consumer 
services. 

The tendency to regard the tax as a 
levy upon tangible personal property is 
not the product of careful thought in 
regard to sound tax structure or ad- 
ministrative feasibility, but of a mis- 
conceived attachment of the tax to the 
articles subject to it rather than to the 
persons who bear the tax burden. As 
a consequence, a tax upon services has 
been regarded as a “ tax on labor” and 
therefore undesirable. Such reasoning 
is most illogical; a tax on barber service 
is no more a “ tax on labor ” than is one 
on the sale of bread. The burden of 
the tax must be considered in terms of 
the persons who bear it, not in terms of 
the goods and services the sale of which 
serves as the base of the tax. 

The restriction of the base of the tax 
to tangible personal property has seri- 
ous consequences. This practice dis- 


12 Sales of intangibles and of real property are, 
of course, also excluded. 
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criminates in favor of one type of 
expenditure over another, with con- 
sequent inequitable treatment of vari- 
ous taxpayers with different relative 
preferences for material goods and serv- 
ices, and reallocation of resources to- 
ward increased production of services, 
As is inevitable when the scope of the 
tax is limited, the evils of excise taxa- 
tion appear. In addition, the exclusion 
of services tends to make the tax more 
regressive; typically wealthier persons 
spend larger percentages of their in- 
comes on services than do those in the 
lower income groups. Furthermore, 
the present practices complicate admin- 
istration of the tax, since firms render- 
ing consumer services typically also sell 
material goods. Shoe repair shops sell 
shoe polish and laces; garages sell parts 
as well as perform repair services. As 
a consequence of the exclusion of the 
services, questions of interpretation fre- 
quently arise, receipts must be segre- 
gated for services and sales of goods, 
and, not only is a new channel for 
evasion opened, but auditing of re- 
turns is complicated.” 


While no case at all exists for the 
present treatment, justification may be 
advanced for the exclusion of certain 
groups of consumer services. In the 
first place, as a matter of general social 
policy, it may be desirable to exempt 


13 State laws differ in regard to the treatment of 
retailers rendering services as well as selling tangible 
goods. If the services are incidental, and not 
charged for separately, the entire receipts are usually 
taxed. If both services and materials are important, 
only the latter are taxed. The retailer must segre- 
gate receipts for the two types of items, or in some 
cases may arbitrarily apportion receipts between ma- 
terials and services. In Illinois, through court rul- 
ings, when materials are provided in conjunction with 
the rendering of services (such as in shoe repairing) 
neither materials or services are taxable, nor are the 
sales of materials to the firm taxable. 
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medical and dental service. Secondly, 
on the same basis, rental payments, 
especially those for permanent accom- 
modations, may be excluded. Estab- 
lishment of relatively equitable treat- 
ment for home owners and tenants if 
rentals are taxed under a sales tax is ex- 
tremely difficult. Taxation of rentals 
would in all likelihood tend to discrimi- 
nate against the tenant, since the plac- 
ing of a comparable burden on home 
owners, especially those already owning 
their homes at the time of the levying 
of the tax, would be virtually impos- 
sible. The income tax structure already 
provides serious discrimination against 
tenants; a sales tax certainly should not 
aggravate the difficulty. Exclusion of 
housing likewise lessens the burden 
upon the lower income levels. To the 
extent that the exclusion leads to real- 
location of resources toward the pro- 
duction of more housing service, it can 
certainly be argued that such adjust- 
ment serves the interests of community 
welfare. 

There remains, however, a substan- 
tial range of services, the exclusion of 
which cannot be defended. All types 
of consumer repair services, such as 
shoe, household equipment, and auto- 
mobile repair, laundry and dry clean- 
ing, storage, barber shop and beauty 
parlor services, amusements, tailoring, 
photographic work, are certainly suit- 
able for inclusion within the scope of 
the tax. From the standpoint of 
equity, it would be highly desirable to 
include all work of personal servants; 
these are, of course, hired primarily by 
the wealthy, and no justification (ex- 
cept an administrative one) exists for 
their exclusion. Unfortunately, the 
sellers of these services are not com- 
mercial establishments but individuals; 
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application of the tax to them would 
cause serious administrative difficulties. 
It has been suggested ** that the tax be 
collected from the user of the service 
rather than from the servant. This 
procedure is feasible for persons regu- 
larly employing servants but would be 
difficult of administration in the case of 
casual help. 


The Physical-Ingredient Rule and the 
Taxation of Sales to Business Firms.— 
The second major inadequacy, and one 
even more serious in its implications 
than the failure to tax services, is the 
application of the tax to sales of capital 
equipment and numerous other goods 
purchased by business firms. The usual 
state or provincial retail sales tax law 
provides for application of the tax to 
all sales of tangible personal property 
at retail, which are defined as sales for 
purposes of use or consumption, or in 
other words, for purposes other than re- 
sale. In turn, an article is considered 
to be resold only if it is sold again in 
unchanged physical form or becomes a 
physical ingredient or component part 
of another good which is resold. Thus 
if goods are purchased by a business 
firm for use in production but do not 
become physical ingredients of the 
products of the firm, their sales are re- 
tail sales and thus taxable. As a con- 
sequence, except in the few cases where 
specific exemptions are provided, sales 
of capital equipment, supplies of all 
types used by business firms, tools, farm 
equipment, fuel, building materials, and 
the like are subject to the tax. 

As a result of the inclusion of sales 
to business firms, the uniformity of the 
ratio of tax burden to consumer ex- 


14 Considerations Respecting a Retail Sales Tax, 
op. cit., p. 1140. 
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penditures is lost. The portion of the 
tax resting directly upon business firms 
purchasing taxable goods will ordinarily 
be passed on to the ultimate consumers 
of the products of these firms. But 
this secondary burden will strike con- 
sumers of various products unevenly, 
since consumer products will require 
varying amounts of taxed goods in their 
production. As a result, discriminatory 
and resource-allocation distortion ef- 
fects similar to those of excises will arise. 

Of even greater significance is the 
fact that there is great danger of pyra- 
miding of the portion of the tax on 
sales to business firms on the way to 
the final consumer. Just as a manu- 
facturers’ sales tax tends to pyramid as 
a result of markup techniques, so will 
the portion of the typical retail levy 
resting on business purchases. As a 
consequence, the consumer is burdened 
unnecessarily. Legislative bodies typi- 
cally take the view that when sales to 
businesses are included, the burden on 
the ultimate consumers is lessened, since 
a given revenue will be raised by a 
lower tax rate. Actually, not only is 
the consumer not freed of a portion of 
the tax burden, but he is likely to bear 
a larger burden than if all of the tax 
were levied directly upon him. Like- 
wise a portion of the advantages of 
directness of levy and tax conscious- 
ness is lost when a retail levy applies to 
business purchases. 

A final objection is the discrimina- 
tion created against certain methods of 
doing business. Some methods, particu- 
larly those involving the use of exten- 
sive amounts of capital goods, will be 
subject to a greater tax burden per dol- 
lar of finished product than those using 
relatively more direct labor. Such dis- 
crimination interferes with the attain- 
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ment of’ optimum efficiency in pro- 
duction. Furthermore, although ulti- 
mately the burden of the tax, plus the 
effect of some pyramiding, is likely to 
rest upon the ultimate consumer, some 
business firms may have substantial dif- 
ficulty for a time in shifting the 
burden of the tax which bears upon 
them. In industries with markets ap- 
proaching purely competitive condi- 
tions the sellers cannot immediately 
shift the tax; shifting must await re- 
adjustments in supply. Thus a farmer 
cannot directly shift forward the tax 
upon farm equipment which he pur- 
chases. As a consequence some of the 
burden will at least for a time rest very 
inequitably upon the owners of certain 
types of businesses. 


From an administrative standpoint, 
serious problems are inevitably en- 
countered in drawing the line between 
taxable and nontaxable purchases re- 
gardless of the criterion chosen. The 
physical-ingredient rule has necessitated 
numerous interpretative decisions. In 
some cases an article will in part be- 
come a physical ingredient and in part 
not; in others there is serious question 
whether it does at all or not.4* Never- 
theless the rule is certainly workable. 
On the other hand, complete exclusion 
of all sales to business firms, however 
logical such treatment might be, does 
not appear to be administratively fea- 
sible. Numerous purchases are made 
by business firms, including farmers, 
from retailers also selling to individual 
consumers. An attempt to differ- 
entiate between these two groups of 


15 A good discussion of the problems involved is 
to be found in the article by Felix Wahrhaftig, 
* Meaning of Retail Sale and Storage, Use, or Other 
Consumption,” Law and Contemporary Problems, 
VIII (Summer, 1941), 543-52. 














we we we 








No. 4] 


sales, although not impossible, would 
be a source of serious evasion, a general 
nuisance to the retailer, and the cause 
of many problems in auditing returns. 
Exclusion of all business sales by ex- 
empting certain classes of goods is im- 
possible, because many goods are used 
both for individual consumption and 
for business. 

However, it should be entirely fea- 
sible to exclude the great bulk of busi- 
ness purchases by exempting major 
classes of goods ordinarily used for pro- 
duction purposes. Industrial, agricul- 
tural, and commercial machinery and 
equipment; building materials for in- 
dustrial construction; farm livestock, 
feed, seed, and fertilizer; ‘* industrial 
fuel and power; business equipment 
such as desks, business machines, dis- 
play cases; and groups of industrial 
consumables such as lubricants and 
abrasives could be exempted without 
significant escape of consumer ales. 
The subjecting to the tax of such 
minor items as office supplies, while still 
illogical, would not be of great practi- 
cal significance. 

Some loss of revenue would result 
from the elimination of these sales. Re- 
adjustment of the rate would, however, 
offset this revenue loss, with no higher 
permanent burden on the final con- 
sumer, and, to the extent that pyramid- 
ing now occurs, with actually a lower 
burden. The extent of the loss in rev- 
enue would depend on the nature of the 
economy of a state; it would be greater, 
of course, in highly industrialized 
areas than in predominantly rural 
states. In [Illinois exemption of the 
principal groups of goods sold to busi- 


16 Feed, seed, and fertilizer are now exempted in 
almost all states, and fuel in some. 
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ness firms would apparently reduce rev- 
enue by about 10 per cent; in Cali- 
fornia, where the base is reduced by the 
food exemption, the figure would be 
about 20 per cent.’? 

In practice the physical-ingredient 
rule reigns supreme as the separator of 
taxable and nontaxable sales. Now 
only Ohio departs significantly from 
the rule in an effort to exclude the bulk 
of purchases by business firms.’* All 
sales of equipment used in manufactur- 
ing and retailing are excluded. New 
Brunswick also exempts industrial 
equipment. In the remaining states and 
in the sales tax using provinces, how- 
ever, exclusions of sales to business firms 
are limited to a very few items beyond 
those provided by the physical-ingredi- 
ent rule. All provinces exempt most 
farm equipment and feed, seed, and 
fertilizer. Most states exempt feed, 
seed, and fertilizer,“ and some exempt 
industrial fuel. 

Other Exemptions.*°—One of the 
most common, and least defensible, 
types of exemption is that which frees 
from the tax commodities subject to 
state excises, the most important of 
which are on gasoline, liquor, tobacco. 
To the extent that there is justification 
for these excises, there is no conceivable 
reason for failure to apply the sales 


17 These estimates are based on data of sales tax 
collections according to type of seller. 


18 Prior to 1949, Michigan excluded industrial 
equipment and other goods used directly in manu- 
facturing or industrial processing. Unfortunately 
this exclusion was eliminated in 1949. 


19 By court interpretations, these were held not to 
become physical ingredients of the products produced 
with their use. 


20 Exemptions for certain classes of buyers, such 
as governmental units, are not considered here, as 
no fundamental issues of scope are involved. 
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taxes to the sales of these goods. If the 
sales tax is not so applied, essentially 
the relative tax burden on the use of 
these commodities is reduced when the 
sales tax is introduced. The exemption 
of gasoline is particularly objectionable. 
The latter is essentially a toll for the 
use of the highways and not a source of 
general government revenue. There is 
no justification for excluding consumer 
expenditures ** on gasoline from a con- 
tribution towards general support of 
government, if other expenditures are 
to be taxable.22 The justification of 
the sumptuary excises on liquor and 
tobacco is rather flimsy, but if the prin- 
ciple is accepted that the consumers of 
these articles should bear a particular 
additional burden in proportion to their 
expenditures on these articles, there is 
no reason why this relative burden 
should be reduced as a consequence of 
the imposition of a sales tax. 

The present treatment has arisen out 
of some misconceived notion that ob- 
jectionable double taxation arises when 
articles are subject to two separate taxes 
and that such taxation is administra- 
tively wasteful. Actually, the exemp- 
tion of these articles is worse from an 
administrative standpoint than their in- 
clusion within the scope of the sales tax. 
Firms selling these articles almost always 
sell taxable goods as well; accordingly, 
record-keeping for the firms is made 
more difficult, auditing of the returns 
is complicated, and chances for tax 


21 Purchases of fuel for business use should of 
course be excluded, so far as is feasible. 


22 An entirely distinct question is whether the 
price to which the sales tax is applied should include 
or exclude the amount of the excise. Actually there 
is no very good reason for excluding this amount; 
the popular idea that such action puts a “tax on 
a tax” and therefore is objectionable has little 
foundation. 
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evasion are increased by the exemption. 
The excises are almost always collected 
at points earlier in the distribution 
channels than the retail level, an ar- 
rangement whose continuation is prob- 
ably justified because of ease of collec- 
tion, despite the introduction of the 
general retail levy.” 

Exemption of Casual Sales —One of 
the most troublesome problems en- 
countered in obtaining a broad scope 
for retail sales taxes is that of the treat- 
ment of casual sales made by persons 
not regularly engaged in retailing. Fre- 
quently such sales are exempted, be- 
cause of the recognized difficulty of dis- 
covering them. Such treatment is pref- 
erable to one of making them taxable 
and having widespread evasion in prac- 
tise. But every attempt should be made 
to limit the scope of exempted casual 
sales as narrowly as possible, since the 
attainment of the requisites of a satis- 
factory sales tax is not realized to the 
extent that such purchases go tax-free. 

Exemptions Designed to Attain Spe- 
cific Goals of Social Policy.—As indi- 
cated above, exemptions can be justified 
if they serve the ends of a policy ac- 
cepted as desirable in the interest of 
the general welfare of the community. 
The major exemption of this type is 
that of food and medicine. Prior to 
1945, in the United States, only Cali- 
fornia, Ohio, and North Carolina ex- 
empted food. Since 1945 three of the 
five states adding the levy have done 
so. All the provincial levies provide 


23 Theoretically it might seem desirable to replace 
the present excises by ones at the retail level, the 
amounts to be collected by the retailer in addition 
to the sales tax. The simplicity of collection of 
present state excises suggests, however, that such a 
change in practise is not to be recommended. The 
procedure is followed by New Brunswick in respect 
to the 10 per cent tax on tobacco. 
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for food exemption.** Although sub- 
stantial justification can be found for 
this exemption and that of medicines 
and some other commodities, it is im- 
portant that the list of exemptions be 
confined narrowly, if a high degree of 
administrative efficiency is to be main- 
tained and revenue protected. A case 
can of course be made for exempting 
many particular goods. But if a sales 
tax is to be used, exemptions must be 
confined to a small list, if the discrimi- 
natory and resource-allocation distor- 
tion effects of excise taxes are to be 
avoided and administration kept satis- 
factory. 


Summary 


In summary, present day retail sales 
taxes suffer from two major defects. 
On the one hand, they unnecessarily ex- 
clude many services which can be feasi- 
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bly taxed and whose inclusion would 
allow closer attainment of the desired 
ends of the tax. On the other hand, 
they apply to numerous sales to busi- 
nesses, the bulk of which could be ex- 
cluded without serious difficulty. By 
applying the tax to a number of non- 
consumer transactions, some of the de- 
fects of the manufacturers’ levy are 
grafted into the retail tax, and to a de- 
gree the superiority of the latter over 
the other types of sales levies is sacri- 
ficed. Reconsideration of these ques- 
tions and of others of less significance 
is of great importance in view of the 
important place the sales tax has come 
to occupy in state and provincial tax 
structures. 


24 The definition of food differs somewhat among 
the various laws: candy and soft drinks are defined 
as food under some laws and not by others. Treat- 
ment of restaurant meals likewise differs. 
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REFORM OF STATE-LOCAL FISCAL RELATIONS 
IN NEW YORK, I 


DAVID M. BLANK*™ 


MAJOR REVISION of state-local 

fiscal relations was undertaken by 
New York State in 1946. The pro- 
gram, generally known as the Moore 
Plan, was based on the recommendations 
of a legislative commission headed by 
State Comptroller Frank C. Moore. 
The most important changes included: 


1. abolition of the bulk of the existing 
shared-tax system and its replacement 
by a per capita grant to localities; 

2. raising of the State’s contribution to 
local welfare activities; 

3. division of the State budget and general 
fund into two parts, one part for State 
purposes, the other for local assistance 
purposes; and 

4. establishment of tax stabilization reserve 
funds for each segment of the general 
fund. 


This article describes the background 
and scope of the Moore program and the 
objectives of the commission. 


PRE-MOORE-PLAN STATE-AID 
STRUCTURE 


New York State had been granting 
financial aid to local units for many 
years prior to 1946. This aid had been 
in the form both of shared taxes and 


* The author is research associate, Institute for 
Urban Land Use and Housing Studies, Columbia 
University. The present discussion summarizes por- 
tions of a doctoral dissertation, entitled ‘“‘ Reform of 
State-Local Fiscal Relations in New York State,” 
which is available on microfilm from University 
Microfilms, Ann Arbor, Michigan. Grateful acknowl- 
edgments are due Professor Robert M. Haig and 
Professor Carl S$. Shoup of Columbia University un- 
der whose guidance the original study was made. 


subventions. The first State-collected 
tax to be shared with localities was the 
motor vehicle license tax, whose sharing 
began in 1916. The sharing of the cor- 
poration franchise tax followed in 1918 
and that of the personal income tax in 
1920. The subvention program was be- 
gun, in a limited fashion, at a much 
earlier date with the institution of edu- 
cational grants in 1786. State aid to 
counties and towns for highway con- 
struction and maintenance started in 
1898. By 1946 three major and a larger 
number of minor grant-in-aid pro- 
grams were in existence. 


Shared Taxes 


In the State’s fiscal year ended March 
31, 1946, five general groups of taxes 
were levied and collected by New York 
State and shared with localities. These 
were the personal income tax, the cor- 
poration franchise tax, the motor vehi- 
cle license fees and motor fuel tax, the 
alcoholic beverage license fees and taxes, 
and the utility tax. In addition, the 
mortgage tax was imposed under State 
law but was locally administered and 
collected. The local shares of the per- 
sonal income, corporation franchise, and 
alcoholic beverage taxes were distributed 
—via the counties—to the cities, towns, 
and villages. The mortgage tax receipts 
were distributed directly by the counties 
to their constituent cities, towns, and 
villages. The entire proceeds of the 
utility tax were distributed by the State 
to the cities. The local shares of the 
motor vehicle and motor fuel taxes were 
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allocated to the counties, with New 
York City receiving the shares assigned 
to its five counties. All these revenues 
were available for the support of general 
governmental functions, except for the 
upstate counties’ share of the motor 
vehicle and motor fuel taxes which was 
to be used only in the construction and 
maintenance of highways. 

The proportion of State receipts allo- 
cated to local units and the allocation 
formulas varied from tax to tax. Cities 
and towns were assigned slightly more 
than 15 per cent of the total revenue 
from the personal income tax; this 
amount was apportioned to these local 
units in proportion to each unit’s ag- 
gregate assessed valuation of taxable 
real property. Localities were assigned 
one-fourth of the corporation income 
tax receipts; the local share of each in- 
dividual corporation’s tax payment was 
allocated to cities and towns in pro- 
portion to the average monthly value of 
the corporation’s tangible personal prop- 
erty situated in each locality. If the 
corporation had no tangible personal 
property within the State, the local 
share was paid to the town or city in 
which was located “ the office at which 
its principal financial concerns within 
the state... [were] transacted.” One- 
fourth of the receipts from motor vehi- 
cle license fees was distributed to coun- 
ties in proportion to fees paid by resi- 
dents of each county. One-eighth of 
the State’s collections of motor fuel 
taxes was assigned to localities. New 
York City received one-fifth of the 
local share, or 2.5 per cent of total re- 
ceipts, and the remainder was distrib- 
uted to upstate counties in the propor- 
tion that the mileage of public highways 
(not including State and county high- 
ways) outside of cities and incorporated 


villages in each county bore to the total 
mileage of such highways in the State. 
One-half of the State’s revenues from 
alcoholic beverage license fees and taxes 
was distributed on the basis of popula- 
tion to cities and towns authorizing the 
sale of these beverages. The entire re- 
ceipts from the tax on gross operating 
income of utilities was paid to cities in 
proportion to population. The mort- 
gage recording tax, collected by the 
counties, was returned to the city or 
town in which the mortgaged property 
was located. 


The State did not share with the 
localities the revenues from interest and 
penalties on several of the above taxes. 
Further, the division of tax revenues be- 
tween the State and municipalities took 
place only after certain administrative 
expenses had been met. In addition, a 
secondary distribution from towns to 
villages was made in every case; the al- 
location formulas used for this distribu- 
tion differed, though, from the primary 
distribution formulas. 


Grants-in-Aid 


In the fiscal year ended March 31, 
1946, there were three major grant-in- 
aid programs by which the State aided 
specific local functions: educational 
grants, highway grants, and social wel- 
fare grants. The most important pro- 
gram, aid to education, consisted of an 
equalization grant and certain other less 
important special-purpose educational 
grants. The equalization grant gen- 
erally provided that each year the State 
would pay to each school district $100 
per student in average daily attendance 
during the preceding three school years 
in the elementary grades (full-time kin- 
dergarten and grades 1-6) and $130 per 
student in attendance in the academic 
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grades (grades 7-12), minus the yield 
of a 2.65 mill tax on the full value of 
taxable real property in the school dis- 
trict. This contribution, however, was 
limited to the amount by which the 
educational expenditures of the district 
out of its own resources exceeded the 
yield of a § mill tax.’ 

The highway grant to counties con- 
sisted of a payment equal to each 
county’s expenditures on the construc- 
tion and maintenance of county roads, 
up to a maximum of $30 per mile of 
county roads outside of cities and vil- 
lages. Town highway aid involved, 
first, a contribution by the State to 
towns levying a tax of 2.25 mills or 
more for the repair and improvement of 
town roads. The grant, in this case, 
equalled the difference between the yield 
of the 2.25 mill tax and $75 per mile 
of such roads, provided that no town 
levying such a tax received less than 
$37.50 per mile. Second, if the town 
levy was less than 2.25 mills but the 
equivalent of $37.50 per mile or more, 
the State paid the town $37.50 per mile. 
To all other towns the State paid an 
amount equal to the tax raised by them 
for the repair and maintenance of eligi- 
ble roads. 

The third major group of State 
grants-in-aid involved aid to four seg- 
ments of local welfare programs, i.e., 
home relief, old-age assistance, aid to the 
blind, and aid to dependent children; 
the latter three also received Federal as- 
sistance. The State reimbursed local 
welfare districts for 40 per cent of their 
expenditures on home relief, for the dif- 
ference between 75 per cent of assist- 
ance to old-age charges and aid to the 


1 This formula was enacted in 1945; it replaced 
an earlier equalization grant which had been in- 
stituted in 1925. 
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blind and the amount of Federal aid in 
support thereof, and for the difference 
between 50 per cent of expenditures for 
aid to dependent children and _ the 
amount of Federal assistance for this 
program. In addition, there were a 
number of less important grants to 
localities in support of such functions as 
child care and public health and lab- 


oratory programs, 


Levels of State Aid 


In fiscal 1946, total State aid to 
localities amounted to $273 million. 
Table 1 shows the relative importance 
of the various segments of State: aid 
in that year. Shared-tax receipts 


TABLE 1 
State Am to Locauitigs, 1946 








Aid Per Cent 
(in millions of Total 
of dollars) Aid 





Total state aid .......... 273 100.0 
Localities’ share of all 
shared taxes ........ 113 414 
Local share of personal 
income tax receipts .. 22 8.1 
Local share of corporate 
franchise tax receipts 23 8.4 
Local share of alcoholic 
beverage tax receipts 26 95 
Local share of motor 
vehicle and fuel taxes 18 6.6 
SN is utd dnldds ocenden 24 88 
Subventions ............ 160 58.6 
Education grants ...... 115 42.1 
Social welfare grants .. 33 12.1 
Highway grants ....... 10 3.7 
Health grants ......... 1 A 
CRT iCable odds veciids 1 A 











Source: 1949 Report of the Comptroller of the 
State of New York. 


amounted to somewhat less than half of 
total State aid received by localities. 
More than three-quarters of shared taxes 
were accounted for by the local share of 
the four taxes listed. Subventions 
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represented somewhat more than half of 
all State aid in 1946; education and wel- 
fare aid accounted for more than nine- 
tenths of such assistance. 


Methods of Payment 


All the State subventions to localities 
were paid from appropriations. These 
grants were included in the executive 
budget of the governor, which was pre- 
sented to the legislature at the beginning 
of each legislative session, and were paid 
out of the State’s general fund. The 
local shares of State-collected taxes, 
however, were immediately segregated 
by the comptroller upon their receipt 
and, in accordance with State law, were 


paid directly to the localities by him at - 


authorized times. Shared-tax receipts 
of localities, thus, were not included in 
the executive budget and did not pass 
through the general fund. 


WEAKNESS OF THE PRE-MOORE-PLAN 
AID SYSTEM 


Over the years, there have been many 
investigations, primarily by official State 
bodies, of New York’s system of aid to 
local units. These have varied, in scope, 
from analyses of the entire aid structure 
to studies of specific programs and, in 
purpose, from analyses of the financial 
needs of localities to studies of adminis- 
trative procedures and standards. Gen- 
erally speaking, the two major aspects 
of the traditional aid structure which 
were criticized by these earlier investi- 
gators were the cyclical variability of 
certain types of State aid and the dis- 
equalizing effects of certain segments of 
the State assistance program. 


Cyclical Problems 


The first criticism was based on the 
fact that the local receipts from shared 


taxes varied over the business cycle in 
proportion to State collections. All 
governmental units are faced with the 
fact that tax revenues tend to decline 
during periods of business contraction, 
while fiscal needs usually do not decrease 
commensurately. In fact, fiscal needs 
commonly increase in these periods. 
This problem is especially important for 
local governments. Limited largely to 
the property tax as a source of tax reve- 
nue, localities find themselves in serious 
difficulties during depressions, for the 
property tax base contracts and delin- 
quencies rise. Constitutional tax and 
debt limitations often prevent any ma- 
terial increase in the tax rate or any 
major recourse to borrowing. On the 
other hand, many of the localities’ ex- 
penditures are relatively fixed. Debt 
service requirements and the need for 
educational services, police and fire pro- 
tection, and other necessary services do 
not decline, although certain expendi- 
tures may be reduced somewhat by de- 
creases in the general price and wage 
level. Social welfare expenditures, 
which are primarily local functions, 
although aided in part by State and 
Federal funds, increase greatly in de- 
pressions. Therefore, a decline in 
shared-tax receipts seriously aggravates 
the already difficult financial position of 
localities. 

Table 2 indicates the variability of 
the local share of shared-tax receipts in 
New York State during a period of 
widely fluctuating business activity. 
The magnitude of the decline in local 


revenue from shared taxes in the de- 


pression of the 1930’s can be measured 
by comparing receipts in 1930 of $84 
million with receipts in 1933 of $38 
million, a decrease of 55 per cent in 
three years. Receipts from the personal 
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income and corporate franchise taxes, 
both extremely sensitive to cyclical 
variations, showed an even greater de- 


TABLE 2 
Loca, RevENvVE FRoM SHarep Taxes, 1927-1937 
(In millions of dollars) 











All Personal Corporate 
Shared Income Franchise 
Taxes Tax Tax 
dese pales 55 26 14 
IRS Pee ss 67 31 15 
Re 80 42 14 
Nain Ei 84 40 16 
ONE A hears 71 20 20 
eet 53 11 14 
BE Seebv eis 38 5 11 
BR ere 44 8 7 
Seem: s0. dees 57 11 7 
BN uhek oo suis 61 12 9 
UE inemnidns 69 16 8 





Source: 1946 Report of the New York Com- 
mission on Municipal Revenues and 
Reduction of Real Estate Taxes. 


cline. The local share of personal in- 
come tax receipts declined from $42 
million in 1929 to only $5 million in 
1933; receipts from the franchise tax 
dropped from $20 million in 1931 to $7 
million in 1933. 

An awareness of the adverse effects 
on localities of the cycle-sensitivity of 
shared-tax revenues can be found in 
State investigations as early as 1932. 
The suggestions for alleviating this 
situation, proposed by numerous State 
groups since that time, follow two gen- 
eral lines of reasoning. Both approaches 
were embodied in the Moore Plan. The 
first type of proposal involved the aboli- 
tion of a part or all of the shared-tax 
system and substitution of a stable 
grant-in-aid. The first such suggestion 
was embodied in the 1932 report of the 
research staff of the New York State 
Commission for the Revision of the Tax 
Laws. - Among the alternative recom- 
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mendations of the staff was one designed 
to halt the practice of sharing personal 
income tax receipts with the localities 
and to grant in compensation additional 
State aid to education.* This proposal 
was based partly on the cyclical sensitiv- 
ity of the revenues from this tax. In 
1936, the New York State Commission 
on State Aid to Municipal Subdivisions 
put forward a plan that would have 
ended sharing of all State-collected 
taxes, except motor vehicle and fuel 
taxes. Cities and villages were to be 
given a share in motor vehicle and fuel 
tax collections to compensate them for 
the discontinuance of the bulk of the 
shared-tax system. 

The next proposal of this type was 
made two years later. The 1938 report 
of the Joint Legislative Committee on 
State Fiscal Policies quoted several criti- 
cal comments by the Commission on 
State Aid with regard to shared taxes 
and stated: 


We do not feel that this criticism stresses 
sufficiently the enormous strain placed in 
times of economic stress on those communi- 
ties which receive a substantial revenue 
from the shared taxes. A few years ago, 
when the local tax base was contracting 
painfully because of the decrease in real 
estate values, the revenues which the locali- 
ties received from the shared taxes fell 
abruptly. . . . At the very time that the 
local tax rates should be decreased if possi- 
ble, it was necessary to add to real estate 
taxation to compensate for this drastic loss. 
The smaller the unit of government and the 
fewer the tax bases on which it can draw, 
the greater the hardship when revenues de- 


2 Report of the New York State Commission for 
the Revision of the Tax Laws (Albany, 1932), 
pp. 210-27. 


3 Report of the New York State Commission on 
State Aid to Municipal Subdivisions (Albany, 1936), 
pp. 1-26. 
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crease and the greater the menace to finan- 
cial stability. 


The committee suggested that the 
taxes shared at that time be treated in 
two groups, one consisting of those 
taxes whose revenues are relatively sta- 
ble over the cycle, and the other of those 
whose revenues fluctuate greatly over 
the cycle or which produce very little 
revenue. It was proposed that the taxes 
in the first group (motor vehicle and 
fuel taxes and alcoholic beverage taxes) 
continue to be distributed as before. 
The second group (personal income, 
corporate franchise, financial institu- 
tions, billiard license, and real estate 


brokers license taxes) were no longer to . 


be shared with the localities. In their 
place, a $2.50 per capita distribution to 
cities, towns, and villages was urged, in 
order to “ shift the risk of falling reve- 
nues from the localities to the State, 
which can better afford it because of 
its greater size and diverse tax bases.” * 

These proposals for discontinuing the 
sharing of State-administered taxes with 
the localities and replacing the distri- 
bution with some form of block grant 
lay dormant during World War II 
when local and State financial problems 
were few. Tax delinquencies were 
negligible, revenues were high, welfare 
costs were at a minimum, and surpluses 
appeared at local and State levels. With 
the end of the war, the traditional prob- 
lems seemed likely to appear once again 
and the appointment of the Moore 
Commission heralded a new attempt to 
alter the State-aid system in the direc- 
tion of stability. 

The second type of proposal for the 


4 Report of the Joint Legislative Committee on 
State Fiscal Policies, Legislative Document (1938), 
No. 41, pp. 232-34. 


reduction of cyclical instability in State 
aid revolved around the use of reserve 
funds, into which excess State tax reve- 
nues would flow in prosperous times and 
from which withdrawals could be made 
in depressed periods. Prior to 1946, 
these proposals were primarily moti- 
vated by the fact that the instability of 
State revenues was shifted, in part, to 
the localities through the operation of 
the shared-tax system, although sugges- 
tions were also made for the establish- 
ment of reserve funds for State receipts. 
The first major proposal for the institu- 
tion of tax stabilization reserve funds 
can be found in the 1932 Report of the 
Commission for the Revision of the Tax 
Laws. In this report, the commission 
recommended the establishment of such 
funds, plans for which had been pre- 
pared by two members of the commis- 
sion’s research staff, Louis Shere and 
Carl Shoup, and presented as one of the 
research staff memoranda in the report.® 
The proposal provided for separate re- 
serve funds to stabilize the yield of the 
personal income tax, the corporate fran- 
chise tax (the State’s share only), the 
estate tax, and the stock transfer tax. 
The other segments of the State tax sys- 
tem were not to come under stabiliza- 
tion efforts. Owing to the greater in- 
herent instability of the personal in- 
come tax, the reserve plan for this tax 
provided only for partial stabilization 
of yield; the yields from the other three 
taxes were to be more nearly completely 
stabilized. 

For the corporation franchise, stock 
transfer, and estate taxes, similar tech- 
niques were to be employed. A base 
figure for each tax, determined roughly 


51. Shere and C. Shoup, Use of Reserve Funds 
to Stabilize Revenue Available for Expenditure 
(Albany, 1932). 
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by the average yield of the tax over a 
preceding period of years, plus an ad- 
justment for long-term trend, was cal- 
culated. Each plan was to be put into 
effect as soon as the yield from the rele- 
vant tax reached its base figure. When 
the current yield of the tax was above 
this base figure, the excess was to be 
placed in the reserve fund; when cur- 
rent revenues were below, the reserves 
were to be called upon to provide the 
difference. Certain provisions furnish- 
ing safeguards for unusual situations 
and for major changes in long-term 
trend were added. Except for these 
variations, the amount available for ex- 
penditure each year from the yields of 
these taxes was to be approximately 
constant over time. 

A somewhat more complicated pro- 
posal was advanced for the personal in- 
come tax. Here again a base figure was 
determined; this “minimum normal ” 
yield was apparently an estimate of the 
lowest probable average future yield of 
the tax. The plan was to become op- 
erative when the yield of the income tax 
reached this “minimum normal.” It 
was expected that the amount available 
for expenditures would never fall below 
this figure. When the current yield 
was below the “ normal,” withdrawals 
from the reserve fund were to be made 
in the ammount necessary to bring availa- 
ble funds up to the “ normal.” When 
current yields were above the “ mini- 
mum normal,” a portion of the yield 
was to be deposited in the reserve fund 
if the current yield was larger than the 
average of a certain number of prior 
years. If the current yield was larger 


than the “normal” but smaller than 
the average of the prior years, a with- 
drawal from the reserve fund was to be 
made for current expenditures. The 
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amount to be added to or withdrawn 
from the reserve fund was expressed as 
a percentage of the difference between 
the current and earlier-years’ yield of 
the tax. 

A large number of special provisions 
were added to handle possible changes 
in underlying conditions, Indeed, the 
commission stated that “ . . . the chief 
effort in developing the plan has been to 
shape it so that it will be flexible enough 
to operate over a long period of time 
without the necessity of changing any 
of its provisions.” © 

The next discussion of reserve plans 
came from the Joint Legislative Com- 
mittee on State Fiscal Policies which, in 
1938, proposed the establishment of re- 
serves for the personal income, corpo- 
rate franchise, and stock transfer taxes, 
While the committee did not spell out 
the details of such a reserve plan, it did 
suggest the following general approach: 


Reduced to its simplest terms a tax re- 
serve system involves the determination of 
a normal yield, probably based on the aver- 
age collections of preceding years, the plac- 
ing in a reserve fund of revenues in excess 
of the amount so determined, and with- 
drawals from such funds when revenues fall 
below the normal agreed upon. No tax re- 
serve system, however, could be as simple as 
this. Provision must be made to provide a 
moving average instead of a fixed normal to 
take into account cyclical and long-term 
trends. Methods of adjustment for changes 
in tax rate or structure must be worked out. 
Guards must be established against the ac- 
cumulation of too great a fund. Finally, 
such a system must be flexible enough to 
meet new conditions, and yet above all must 
be so protected that a reserve fund once ac- 
cumulated cannot be raided by a Governor 
or a Legislature. 


6 Report of the New York State Commission for 
the Revision of the Tax Laws, op. cit. p. 34. 
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It is our belief that such protection can 
be had only by Constitutional enactment; 
that any system established by legislative act 
alone would tend to collapse and defeat its 


very purpose.’ 


In accordance with the suggestion of 
the committee, its chairman, Abbot 
Low Moffat, drafted and introduced a 
constitutional amendment for the estab- 
lishment of tax stabilization reserves at 
the 1938 New York State Constitu- 
tional Convention. The proposed 
amendment provided that the legisla- 
ture establish tax stabilization reserve 
funds and specify the taxes to which 
they applied and the procedure for de- 
termining the amount of revenue which 
was to constitute a norm for each fiscal 
year. Excess receipts were to be de- 
posited in the relevant fund; deficits 
were to be made up by withdrawals. 
Finally, any law which changed the 
method of determining a norm was to 
become effective only after a lapse of 
three years. 

The constitutional amendment was 
referred to the Committee on State 
Finances and Revenue but was never 
reported to the convention. It was later 
introduced into the legislature, passed 
by two successive legislatures, and ap- 
proved by the voters in November, 
1943. The amendment was thereby in- 
corporated into the State constitution as 
Article VII, section 17. It was under 
the authorization of this article of the 
constitution that the legislature in 1946 
enacted the Moore Commission’s pro- 
posals for the establishment of the two 
reserve funds now in operation. 


EQUALIZATION CONSIDERATIONS 
The second major criticism of por- 


T Report of the Joint Legislative Committee on 
State Fiscal Policies, op. cit., p. 242. 
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tions of the traditional aid structure 
was based on the fact that the varying 
distribution formulas resulted in aid 
that often bore no relationship to the 
financial needs of localities. Histori- 
cally, there have been three general rea- 
sons for sharing state-collected tax reve- 
nues with the localities; more than one, 
of course, may apply in particular in- 
stances. In some cases the impetus for 
tax sharing came from the withdrawal 
by a state of segments of the localities’ 
property tax base and the substitution 
of state-collected taxes. In New York 
State, this impelled the sharing of the 
personal income and corporate franchise 
taxes. Sharing of the former was in- 


tended to compensate local units for loss 


of the right to tax intangibles; of the 
latter to compensate for loss of the right 
to tax corporate personal property. 
More recently, pressure for the sharing 
of taxes has been brought to bear on 
states as a result of the inability of local- 
ities to support adequately out of prop- 
erty tax revenues the growing demands 
being placed upon them. This prob- 
lem is of course accentuated in depres- 
sions when local revenues from all 
sources decline. The sharing of the al- 
coholic beverage and utility taxes in 
New York State would appear to have 
been of this general nature. A third 
category of shared taxes encompasses 
those whose justification is the benefit 
principle. Here sharing of state tax re- 
ceipts is often founded on the argument 
that localities as well as states perform 
the functions for the support of which 
the taxpayer is making his payment. 
New York’s motor fuel taxes were 
shared for this reason. 


The bases of distribution of shared 
taxes tend to vary with the reason for 
sharing. Revenues from taxes shared to 
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compensate for withdrawal of a portion 
of the local tax base are usually re- 
turned to localities on the basis of col- 
lections or some presumptive equivalent 
to collections. The assumption is that 
the state is merely returning to locali- 
ties revenue which is rightfully theirs 
and which they would have collected 
themselves could they have utilized suc- 
cessfully the withdrawn segments of the 
property tax base. The attempt is to 
return localities to the same relative 
financial position that they held prior to 
the withdrawal of part of the tax base. 

The techniques for allocating to local 
units revenue from taxes that are shared 
because of over-all local revenue defi- 
ciency are more varied. Distribution 
based on collections or some equivalent 
is often used; in other cases, some more 
neutral allocation base, such as popula- 
tion, is employed. 

Distributions of benefit taxes are of- 
ten earmarked for the support of func- 
tions assumed to create the benefit. The 
local shares of benefit taxes are often 
allocated on the basis of some measure 
of need, although uniformity is by no 
means universal. 

The assumption that the distribution 
of shared taxes should aim at the main- 
tenance of the same financial relation- 
ship between localities as existed prior 
to tax-sharing is based on a belief that 
state government should play a largely 
neutral role in the financing of local ac- 
tivities. When state aid was limited in 
amount, the thesis that states should 
function as administrative representa- 
tives of localities in the collection of 
certain taxes was, perhaps, valid. How- 
ever, as state aid grew, there was greater 
and greater force to the argument that 
states should play a positive role in re- 
ducing the financial inequalities be- 
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tween localities. It was increasingly 
felt that the states had an obligation to 
see that the basic governmental func- 
tions of localities were performed on at 
least a socially acceptable minimum 
level. This required that state aid be 
allocated to localities on the basis of the 
financial ability and needs of local units 
and involved the use of equalization 
criteria. 

If the proper goal of state aid is to 
assure minimum performance of basic 
public services, the return of state reve- 
nues to localities on a source basis must 
be considered inappropriate, even 
though there may have been seemingly 
valid historical reasons for such sharing 
devices at their inception. In order to 
support minimum public services of 
equal quality, local units with widely 
differing needs but similar financial 
ability must impose different tax bur- 
dens on taxpayers having equal taxpay- 
ing ability; the same result will eventu- 
ate in localities with the same needs but 
differing financial ability. Allocation 
of state aid on a source basis continues 
and intensifies this situation.® 

In New York State, the personal in- 
come tax and corporate franchise tax 
were shared with localities on the basis 
of a presumed equivalent to collections, 
The distribution of alcoholic beverage 
taxes on the basis of population had 
overtones of this same method. It had 
been generally felt that these shared 
taxes went in larger measure to 
wealthier communities. 

The writer undertook to measure 
statistically the relationship between 
wealth of localities and shared-tax 
receipts for the year 1944, and the 


8Cf. J. M. Buchanan, “Federalism and Fiscal 
Equity,” American Economic Review, September, 
1950, pp. 583-99. 
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conclusions of the study tend in some 
measure to confirm this contention. 
The analysis covered all 62 cities in New 
York State and a sample of 304 towns 
out of the 932 towns in the State. The 
per capita full value of taxable real 
property in each city and town was re- 
lated to per capita receipts from the 
three traditionally shared taxes and the 
correlation between these two sets of 
data for cities and for towns deter- 
mined.® While the correlation coeffi- 
cients were not high,’® they were both 
positive, indicating that cities and towns 
with greater per capita wealth were, in 
general, receiving more shared taxes per 
capita. The regression equation for 
cities was: 


Y = 3.864 + 1.083X 


where Y is per capita shared taxes in 
dollars and X is per capita full value in 
thousands of dollars. The analogous re- 
gression equation for towns was: 


Y = 2.166 + .701X. 


To the extent that a relationship be- 
tween wealth and shared-tax receipts in 
1944 did exist, the distribution of 
shared taxes tended to intensify the in- 
equalities in the financial position of 
localities. 


The scatter about these relationships 
was wide, owing in large measure to the 
way in which the local share of the 
corporate franchise tax was distributed. 
For example, the mean per capita re- 
ceipts by cities from the three shared 


®The relevant data were obtained from The An- 
nual Report of the State Tax Commission (Albany, 
1944), pp. 170-311. 


10 The coefficients were .211 for cities, .371 for 
towns. The correlation coefficient for the “ town” 
regression was statistically significant. No test of 
significance was necessary for the “ city” coefficient 
since the sample was identical with the population. 
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taxes in 1944 were $5.65. Actual re- 
ceipts ranged from $2.70 for Hornell 
and $2.90 for Port Jervis to $13.50 for 
Schenectady, $15.01 for Rensselaer, and 
$19.55 for Lackawanna. For towns, 
the mean per capita receipts in 1944 
were $3.28. Receipts by individual 
towns ranged from $0.13 for Never- 
sink, $0.44 for Hebron and $0.53 for 
Plattsburg to $15.52 for Alma, $17.73 
for Cheektowaga, and $19.32 for 
Niagara. These variations bore little 
relationship to need or financial ability 
and were, in part, the fortuitous result 
of the location of tangible personal 
property of taxed corporations. 

The thread of this general criticism 


.of the shared-tax system can be traced 


through the reports of all the commis- 
sions mentioned above. The 1932 re- 
port of the research staff of the Com- 
mission for the Revision of the Tax 
Laws criticized the existing shared-tax 
system on these grounds and suggested 
that additional State aid to education, 
already on an equalization basis, be sub- 
stituted for sharing of the personal in- 
come tax. The Commission on State 
Aid to Municipal Subdivisions suggested 
the abolition of the entire shared-tax 
system, except for motor vehicle and 
fuel taxes, partly on the ground that 
shared-tax receipts were not adjusted to 
local need." Motor vehicle and fuel 
taxes were to continue to be shared 
since, “‘as benefit taxes, they... 
[were] subject to a definite claim by 
local governments as long as local gov- 
ernments . . . [were] meeting a sub- 
stantial share of the cost of high- 


ways.” Cities and villages were to 


11 Report of the New York State Commission on 
State Aid to Municipal Subdivisions, op. cit. pp. 
10-11. 


12 [bid., p. 14. 
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be given a share in highway taxes to 
compensate them for their loss of 
shared-tax revenues. The distribution 
of motor vehicle license fees was to be 
on the basis of collections, but the dis- 
tribution of gasoline tax revenues was 
to be related to population. The re- 
search staff of the commission defended 
this arrangement, in part, on the basis 
that the new grant would achieve much 
greater equalization than the shared-tax 
system. Finally, in 1938 the Joint 
Legislative Committee on State Fiscal 
Policies, in recommending that a per 
capita grant replace tax sharing, argued 
that the grant would be “the fairest 
according to needs.” ** 


THE MOORE COMMISSION 


Shortly after he was inaugurated in 
1943, Governor Dewey appointed an 
advisory commission, with Comptroller 
Frank C. Moore as chairman, to study 
the needs of localities for additional 
revenues and to suggest methods for re- 
ducing real estate taxes. In March, 
1944, the committee was reconstituted 
as the Commission on Municipal Reve- 
nues and Reduction of Real Estate 
Taxes and its membership was ex- 
panded. The act creating the commis- 
sion stated its objectives as follows: 


a. To review financial and other relation- 
ships now existing between the state and 
the municipalities therein, including the 
sharing of state collected taxes and the 
granting of state aid assistance, and to 
make recommendations for the improve- 
ment of such relationship and the estab- 
lishment of a more equitable coordinated 
program of financial assistance by the 
state to local government. 

b. To examine the debt problem confront- 
ing the municipalities, particularly cities 


13 Report of the Joint Legislative Committee on 
State Fiscal Policies, op. cit., p. 233. 
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of the state, and to make recommenda- 
tions thereon. 

c. To examine the fiscal practices, revenue 
requirements and taxing powers of all 
units of local government and to make 
recommendations thereon. 

d. To examine the real property tax of 
local governmental units, its effect on 
the home owner and rent payer therein, 
and to make recommendations for a per- 
manent program of real property tax 
reduction.!4 


It will subsequently be seen that the 
commission concentrated its attention 
on the first item to the almost complete 
exclusion of the other three. 

The commission submitted a report 
on March 13, 1945, containing sug- 
gestions for temporary aid to localities 
and a tentative program for permanent 
changes in the aid system. On January 
7, 1946, it submitted its final report, 
containing the proposals which were en- 
acted into law in the last week of the 
1946 legislative session. 


Moore Commission Preliminary Reports 


In 1944, the State granted certain in- 
creases in aid to localities on the sug- 
gestion of the original committee. 
These included: the permanent aban- 
donment to the cities, towns, and vil- 
lages of that portion of the receipts of 
the mortgage tax which the State had 
formerly received; the assumption by 
the State of the cost of acquiring rights- 
of-way for State highways, which had 
formerly been borne by the counties; 
and the temporary payment to cities of 
the State’s revenues from its tax on the 
gross receipts of utility companies. 

In 1945, the commission made several 
interim suggestions which the State 
again put into effect. These included 
the payment to the cities for one more 


14. New York State Laws of 1944, chap. 282. 
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year of the receipts of the utility tax, 
the assumption by the State of the cost 
of constructing new arterial highways 
within cities, and the granting to all 
local units of aid to reimburse them for 
the snow xemoval costs resulting from 
the abnormally severe winter of 1944- 
45. 

Further, the 1945 report of the com- 
mission proposed a permanent new pro- 
gram of State aid to localities to replace 
the system in existence at that time.’® 
The commission suggested, first, that 
the State assume an increased share of 
the cost of four major forms of welfare 
assistance and that it continue to pro- 
vide direct assistance for local health 


services and increase its direct assistance .- 


for education. Second, the commission 
proposed that all shared-tax distribu- 
tions to localities and all grants to aid 
local highways be discontinued; these 
were to be replaced by a flat grant of 
$100 million annually. Of this total, 
New York City was to receive $7 mil- 
lion to replace its share of motor ve- 
hicle and fuel taxes and upstate counties 
were to receive $16 million to replace 
their share, as well as snow removal aid. 
The remaining $77 million was to be 
split equally between New York City 
and upstate communities. New York 
City was to receive a total of $45.50 
million; upstate cities, $19.25 million; 
upstate counties, $18.05 million; towns, 
$13.70 million; and villages, $3.50 mil- 
lion. 


Third, the commission suggested that 
the State’s budget be split into two 
parts, one for assistance to localities and 
the other for financing the government 
of the State itself. It was also suggested 


15 Report of the Commission on Municipal Rev- 
enues and Reduction of Real Estate Taxes (Albany, 
1945). 


that a study be made of the desirability 
of segregating the receipts from speci- 
fied taxes for the support of the local 
assistance budget and of establishing a 
reserve fund for this budget. 

The increase in welfare aid was to be- 
gin on January 1, 1946; the grant in 
lieu of shared taxes, on April 1, 1946: 
and the education aid increase, which 
was being studied by another legislative 
committee, on April 1, 1945. The re- 
vision of educational grants did go into 
effect in 1945, but none of the re- 
mainder of the permanent program was 
acted on in that session of the legis- 
lature. 


The Final Moore Program 


The 1946 report of the commission 
was more detailed than the earlier ones 
and its entire program was enacted into 
law in the last week of March, 1946.'¢ 
The ten bills comprising the Moore pro- 
gram were signed by Governor Dewey 
in that week.’” The provisions of the 
program can be broadly divided into 
seven groups: (1) discontinuance of 
the then-existing tax-sharing devices, 
institution of the per capita grant sys- 
tem, and substitution of grants to coun- 
ties in lieu of their former receipts from 
motor vehicle and fuel taxes; (2) re- 
visions of the social welfare grants; (3) 
revision of State aid for snow removal; 
(4) division of the executive budget 
and State general fund into two parts; 
(5) organization of tax stabilization re- 
serve funds; (6) miscellaneous report- 
ing and administrative provisions; and 
(7) change-over technique for the 
1946-47 fiscal year. 


16 Report of the Commission on Municipal Rev- 
enues and Reduction of Real Estate Taxes (Albany, 
1946). 


17 New York State Laws of 1946, chaps. 200, 201, 
301-08. 
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Of the seven State-imposed taxes 
which were wholly or partially shared 
with the localities during 1945-46, only 
the mortgage tax was untouched. It 
still was to be collected by the counties 
and returned entirely to the tax dis- 
trict in which the mortgaged property 
is located. The other six taxes were no 
longer to be shared. All funds derived 
from the corporate franchise tax, the 
personal income tax, the motor vehicle 
and operator license fees, the motor fuel 
tax, and the tax on the gross income of 
utilities were to be deposited in the State 
general fund. The receipts from the 
alcoholic beverage tax and license fees 
were to go to the State purposes fund 
each month in the amount of the pre- 
ceding month’s approved expenses for 
the State liquor authority, the county 
beverage control boards, and the New 
York City beverage control board; and 
the remainder was to be deposited in the 
general fund. 

In exchange for the loss of shared- 
tax revenues, cities, towns, and villages 
Were to receive a per capita grant in 
each fiscal year beginning on or after 
April 1, 1946, “for support of local 
government and the reduction of real 
estate taxes.” These grants were to be 
divided into four installments and paid 
on May 15, August 15, November 15, 
and February 15 of each fiscal year. 
In the original act the payments were to 
be made by the State to the county 
treasurers and apportioned by them, as 
directed by the State comptroller, to the 
cities, towns, and villages within their 
respective counties (except for New 
York City whose payment was to go 
directly to its chief fiscal officer). This 
provision was changed in 1947 and pay- 
ments now are made directly to the 
municipalities.* All payments were to 
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go into the general fund of each city, 
town, or village, except that in New 
York City the first $500,000 each year 
was to go to the city’s police pension 
fund. 


Generally, cities were to receive 
$6.75; towns, $3.55; and villages, $3.00 
for each resident. These sums, how- 
ever, were to be modified by the general 
“taper ” provision and the special pro- 
visions for the 1946-47 distribution, as 
well as the provision, later added, for 
villages incorporated after April 1, 
1946."° 


The population of each city, town, 
and village, on the basis of which the 
per capita grant was to be allocated, 
was defined as the population (subject 
to certain exclusions) shown by the 
most recent Federal census, completed 
and published before the October 1 pre- 
ceding the beginning of the fiscal year 
in which the payment was to be made. 
To be deducted from the census figure 
for the population of each local unit, 
however, were: (1) the resident and 
school Indian population and (2) the 
inmates of State institutions under the 
supervision or control of the State 
Departments of Correction, Mental 
Health, and Social Welfare. If a vil- 
lage were to annex territory between 
census dates, the population of the vil- 
lage was to be calculated as its popu- 
lation at the latest Federal census (sub- 
ject to the same exclusions) plus the 
number of inhabitants in the annexed 
territory, as stated in the petition for 
annexation; this provision was added in 
1948.79 


18 New York State Laws of 1947, chap. 861. 


19 Special provisions were also made for towns and 
villages in Nassau and Westchester Counties. 


20 New York State Laws of 1948, chap. 185. 
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In order to insure that the shift from 
the shared-tax to the per-capita-grant 
system was gradual and did not involve 
inordinate changes in receipts by local- 
ities in any one year, a taper provision 
was established in the original law. In 
effect, this specified that if the normal 
annual payment to any local unit in the 
State’s fiscal year 1946-47 was greater 
than the municipality’s shared taxes 
during its fiscal year ended in 1944 or 
(at its option) during the calendar year 
1944, the payment in 1946-47 was to 
be limited to a maximum of 110 per 
cent of the local unit’s 1944 shared 
taxes. If the same situation occurred in 
succeeding years, the actual payment 
was to be limited to the amount of the 
municipality’s 1944 shared taxes, plus 
10 per cent for each fiscal year from 
1946 to the current year. When the 
actual payment, as calculated above, 
equalled the normal annual payment, 
the taper provision would become in- 
operative for this particular munici- 
pality. This taper provision was to ap- 
ply only as long as the 1940 Federal 
census determined the population of 
local units. 

If the normal annual payment were 
less than a locality’s 1944 shared taxes, 
the obverse procedure was to be em- 
ployed. The 1946-47 actual payment 
was to be at least 90 per cent of the 
1944 shared taxes. In the following 
years, actual payments were to be in the 
amount of 1944 shared taxes, minus 10 
per cent for each fiscal year from 1946 
to date, until actual payments equalled 
the normal annual payment. At that 
time, the taper provision again became 
inoperative. 

The amount of “ 1944 shared taxes ” 
received by a city, town or village was 
defined in a number of ways, with the 


option of choosing the most favorable 
left open to the municipalities. The 
1946 law offered three alternative defi- 
nitions; in 1948, several more were of- 
fered to the localities, with provision for 
retroactivity." The 1948 act provided, 
however, that no local unit was to re- 
ceive in any installment more than 
twice one-quarter of the normal an- 
nual payment. 


In 1947 a law was enacted that pro- 
vided the method of determining the 
size of the grant to be paid to a village 
which was incorporated on or after 
April 1, 1946.7? The population was 
to be defined as that certified to the 
New York Secretary of State at the 


‘time of incorporation, with the same 


exclusions provided for older munici- 
palities. The village was to receive in 
each installment the average per capita 
amount apportioned to all other villages 
in the county, times the number of its 
residents (as defined above). How- 
ever, no installment was to be paid to a 
village which was incorporated during 
the sixty days prior to the date fixed for 
the installment. In addition, no village 
was to receive, under this provision, any 
installment in excess of one-quarter of 
the basic normal annual payment to 
villages (i.e., $3.00 per capita, exclud- 
ing Indians and inmates of State insti- 
tutions). This law, effective April 9, 
1947, was to be retroactive to April 1, 
1947, and was to become inoperative 
when payments were made on the basis 
of the 1950 census. 


The upstate counties and New York 
City, which formerly shared in the 
motor vehicle and motor fuel tax re- 


21 New York State Laws of 1946, chaps. 301, 307. 
New York State Laws of 1948, chap. 391. 


22 New York State Laws of 1947, chap. 745. 
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ceipts, lost this right under the 1946 
program. In exchange, upstate coun- 
ties, but not New York City, were to 
receive appropriations each year in 
amounts determined by the same for- 
mulas under which the tax-sharing sys- 
tem had operated. The State was to 
appropriate and pay quarterly to each 
county outside of New York City 25 
per cent of the amount collected in the 
county from motor vehicle license and 
operator license fees. The State was 
also to appropriate and pay to upstate 
counties 20 per cent of the amount col- 
lected during the preceding quarter 
from the “ normal” motor fuel tax of 
two cents a gallon. In 1947, the two- 
cent emergency tax became permanent 
and the percentage was cut to 10 per 
cent; in both cases, the upstate counties 
received four-tenths of one cent on 
each gallon of motor fuel sold in New 
York State. This amount was to be 
allocated to individual counties in the 
proportion that the total mileage of 
public highways in each county—out- 
side of cities and incorporated villages 
and not including county or State high- 
ways—bore to the total mileage of such 
highways in the State. The State 
Superintendent of Public Works was to 
certify to the Department of Taxation 
and Finance relative mileage. 

All the money received by counties 
from these appropriations was to be 
placed in county road funds and used 
for highway construction and main- 
tenance. 

The second important change was the 
provision for State aid for social wel- 
fare. In place of the former State aid 
program for the support of four ele- 
ments of social welfare assistance, a 
statute was enacted providing for State 
support for up to 80 per cent of such 
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aid. In detail, the law provided that 
the State would reimburse cities and 
counties and towns in which home re- 
lief was a town charge for 80 per cent 
of the expenditures for home relief and 
its administration; and that the State 
would reimburse both city and county 
welfare districts for the difference be- 
tween 80 per cent of the charges, in- 
cluding administration, for old-age 
assistance, aid to the blind, and aid to 
dependent children, and the amount of 
Federal funds received for such assist- 
ance. This, in effect, stabilized the 
local contribution for these specific wel- 
fare programs at 20 per cent with the 
State contributing 80 per cent for home 
relief and smaller percentages for the 
other programs. 

A third segment of the program was 
the assumption by the State of the full 
financial burden of snow removal from 
State highways. This function was 
formerly shared between State and 
county, but a 1946 statute provided 
that the State was to assume the entire 
cost of controlling snow and ice on im- 
proved State highways in towns and in- 
corporated villages. The actual work 
could be done by any municipality with 
which the State Superintendent of Pub- 
lic Works concluded an agreement, al- 
though it was the intention of the State 
to give the counties first preference. 

The fourth and fifth provisions of 
the reorganization of the State’s fi- 
nancial program involved the division 
of the executive budget and the general 
fund into two parts and the establish- 
ment of a reserve fund for each part of 
the general fund. 

The general fund of the State was 
split into two parts, one known as the 
local assistance fund and the other as 
the State purposes fund. All money 





o & & 


oe oO YF 


— we 


—_ —_ 





No. 4] STATE-LOCAL FISCAL RELATIONS IN NEW YORK 341 


authorized by State law to be paid out 
of the State Treasury and not payable 
from any specific fund was to be pay- 
able from the general fund. Payments 
from this fund were to be made from 
the State purposes fund or from the 
local assistance fund according to the 
act making the appropriation. If the 
act did not specify, payment for local 
assistance was to be made from the local 
assistance fund; all other payments 
were to be made from the State pur- 
poses fund. Local assistance was to in- 
clude all payments by the State to local 
government units or agencies, includ- 
ing: 

1. Aid to education by the State; 

2. State social welfare contributions; 

3. Payments by the State to counties in aid 
of hospitals, clinics, dispensaries, and 
other county public health activities; 

4. Payments to counties for laboratory 
equipment and service; 

§. Highway aid to counties, including pay- 
ments in lieu of receipts from motor 
vehicle and motor fuel taxes; 

6. Highway aid to towns; 

7. Payments to counties for control of 
snow and ice on State highways; 

8. Per capita grants to cities, towns, and 
villages; and 

9. Any other payments by the State that 
might be provided by law in the future. 


The original law provided that the 
receipts of the local assistance fund 
should consist of 57 per cent of the 
revenues received by or credited to the 
general fund, with the exception of 
certain minor fees and licenses and cer- 
tain special provisions (note, for ex- 
ample, the earlier provisions with re- 
gard to the receipts from the alcoholic 
beverages tax). The general fund, of 
course, receives the bulk of the revenue 
from the State’s tax system. The State 


purposes fund was to receive 43 per cent 
of the receipts of the general fund, plus 
certain fees and licenses and money 
credited directly to the State purposes 
fund. This allocation of revenues was 
maintained in 1946-47 and 1947-48, 
but was changed to 58 per cent and 42 
per cent in 1948-49. For fiscal 1949- 
50, the local assistance share was in- 
creased again to 59.15 per cent, with a 
corresponding decrease to 40.85 per 
cent for the State purposes fund. 
Finally, the executive budget, pre- 
sented to the State legislature about 
February 1 each year, was to be divided 
into two parts. One part was to show 
the expenditures and appropriations for 


- the current and following year, pro- 


posed to be made from the State pur- 
poses fund, and the revenue estimated 
to be available for this fund, and the 
other was to do the same for the local 
assistance fund. It was on the basis of 
these estimates that the percentage dis- 
tributions of the yield of the State tax 
system between the two funds were 
made. 

The second element in this innovation 
in the State’s financial structure was the 
establishment of two reserve funds for 
the stabilization of the State’s revenues 
derived from those taxes required to be 
paid into the local assistance fund and 
into the State purposes fund. They 
were named, respectively, the local as- 
sistance reserve fund and the State pur- 
poses reserve fund. 


The total amount of money spent on 
local assistance from the local assistance 
fund in any fiscal year was to be named 
the local assistance fund norm.”*> At 


23 This terminology was a carry-over from the 
language employed in the original reserve fund plans 
and in the reserve fund constitutional amendment. 
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the end of each fiscal year, on or after 
March 31, 1947, any balance left in the 
local assistance fund (i.e., any excess of 
receipts of the local assistance fund over 
the local assistance fund norm) was to 
be transferred to the local assistance re- 
serve fund. However, no transfer was 
to be made which would increase the 
local assistance reserve fund to an 
amount greater than 45 per cent of the 
local assistance fund norm. Any re- 
maining surplus was to be transferred to 
the State purposes reserve fund, unless 
the transfer increased this reserve fund 
to an amount greater than 35 per cent 
of the State purposes fund norm. Any 
amount in excess of this would be re- 
tained in the local assistance fund and 
would be available for the reduction of 
State taxes during the ensuing fiscal 
year. 

Any money in the local assistance 
reserve fund which was not immediately 
required was to be invested by the 
comptroller. The original law in 1946 
restricted investments to United States 
bonds or notes, but this provision was 
relaxed in 1948.7 The comptroller is 
now permitted to invest also in bonds 
and notes of New York State; stocks, 
bonds, or notes of any county, town, 
city, village, or school district of New 
York State which were issued according 
to law; and certain other government 
obligations. 

Any deficit in the local assistance 
fund at the end of a fiscal year on or 
after March 31, 1947, (i¢., an excess 
of local assistance fund norm over re- 
ceipts of the local assistance fund) was 
to be met by transfer of funds from 
the local assistance reserve fund, if suf- 
ficient funds were available in the re- 


24 New York State Laws of 1948, chap. 2. 
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serve. However, if this transfer de- 
creased the reserve fund to an amount 
less than 25 per cent of the local assist- 
ance fund norm, the transfer was to be 
repaid in not less than three equal in- 
stallments within the following six 
years unless the reserve fund rose to 
greater than 25 per cent of the fund 
norm within the six-year period, in 
which case no further repayment was 
necessary. 


Temporary loans, without interest, 
could be made by the reserve fund to 
the local assistance fund in anticipation 
of revenues, Such loans were to be re- 
paid within the fiscal year from the 
revenues of the local assistance fund, 
provided that these revenues were not 
needed for current local assistance ex- 
penditures, If the loans remained un- 
paid at the end of the fiscal year, they 
were to be considered transfers to cover 
a deficit in the local assistance fund and 
the corresponding terms of repayment 
were to apply. Temporary loans, with- 
out interest, could also be made by the 
local assistance reserve fund to the State 
purposes fund, but if not repaid during 
the fiscal year, these loans had to be re- 
paid during the following year. 


The State purposes reserve fund was 
to operate in an analogous manner. 
The expenditures for State purposes 
during a fiscal year were entitled the 
State purposes fund norm. Any surplus 
in the State purposes fund at the end of 
the year was to be transferred to the 
State purposes reserve fund. However, 
this reserve fund could not be raised 
above 35 per cent of the State purposes 
fund norm; any remaining surplus was 
to be transferred to the local assistance 
reserve fund until it was increased above 
45 per cent of its norm. In such a case, 
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the remainder of the surplus was to be 
retained by the State purposes fund for 
the reduction of State taxes in the fol- 
lowing year. Idle money in the State 
purposes reserve fund was to be in- 
vested in the same manner as that in the 
local assistance reserve fund. 

Deficits in the State purposes fund 
were to be met by transfers from the 
State purposes reserve fund. Provisions 
for repayment of these transfers and for 
temporary loans were analogous to those 
for the local assistance funds. 

In addition to these major provisions 
of the 1946 revision of State finances, 
there were several minor provisions re- 
lating to publicity for State aid to 


localities and to withholding of aid un-. 


der certain conditions. 


First, every statement and receipt issued 
by any public officer for taxes on real prop- 
erty was to indicate the estimated amount 
of local assistance which the municipality 
or school district was to receive from the 
State in the fiscal year for which the taxes 
were levied. 

Second, if any county, city or village sub- 
ject to the limitations on real estate taxation 
in the State constitution levied taxes in ex- 
cess of the limit, the comptroller was to 
withhold payments under the per capita 
grant for cities and villages or payments in 
lieu of motor vehicle and fuel taxes for 
counties to the extent of the overage. If, in 
the next fiscal year, the county, city, or 
village levied taxes in an amount less than 
the constitutional limit, the comptroller 
could pay the withheld amounts to the ex- 
tent of the deficit. To the extent that 
withheld amounts were not so paid, they 
were to be deposited in the local assistance 
fund, and the local unit was to have no 
further claim on them. 

Third, if any local unit was in default 
for more than six months on either the 
principal or interest of bonds which had 
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been owned for at least two years by any 
organ Of the State Government, the comp- 
troller was to withhold payments of either 
grant listed above until the municipality 
paid its debt in full or until the withheld 
payments equalled the amount due. This 
provision replaced an earlier one which di- 
rected the comptroller to withhold a local 
unit’s receipts of shared-tax revenues under 
similar conditions. 


Finally, a series of special provisions 
relating to the changeover year, 1946- 
47, was necessitated by the fact that not 
all of the local share of State-collected 
taxes was distributed in the same fiscal 
year in which collections were made. 
These provisions related, first, to the 
apportionment of tax receipts collected 
after April 1, 1946, and, second, to the 
disposition of those taxes already col- 
lected on or about April 1, 1946, but 
not yet distributed to the localities. 

With regard to the first set of tax 
revenues, the law provided that the gen- 
eral fund was to receive (1) all receipts 
collected on or after April 1, 1946, 
from the utility, personal income, al- 
coholic beverage, and motor vehicle and 
motor fuel taxes; and (2) all receipts 
from the corporation franchise tax, re- 
ports for which were due on or. after 
May 15, 1946. This accounted for all 
future revenues from taxes which had 
formerly been shared. 

For revenues which had been ceol- 
lected by the comptroller but not yet 
distributed on April 1, 1946, the 
method of allocation was somewhat dif- 
ferent. The local shares of the receipts 
from the utility, personal income, and 
alcoholic beverage taxes which were on 
deposit to the credit of the comptroller 
at the close of business March 31, 1946, 
were to be distributed in their custom- 
ary former manner; the same was true 
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with the local share of the receipts from 
the corporation franchise tax, reports 
for which were due before May 15, 
1946. Motor fuel and vehicle tax re- 
ceipts which were on deposit with the 
comptroller March 31, 1946, were to be 
transferred to the State’s general fund, 
except for those portions which would 
otherwise have been later distributed to 
New York City and to upstate counties. 
New York City was to be paid its share 
of these receipts on or about April 10, 
1946, for the motor fuel tax, and on or 
about June 10 for the motor vehicle tax. 
The upstate counties’ share of these re- 
ceipts was to be deposited in the local 
assistance fund on April 1 for the motor 
fuel tax and prior to June 10 for the 
motor vehicle tax. Because of the com- 
pletely new basis for aid to cities, towns, 
and villages, a special provision was 
necessary for these units’ shares of tax 
receipts already collected on March 31, 
1946. The new grants to counties, 
however, were to be calculated in pre- 
cisely the same manner as before; there- 
fore, the State was able immediately to 
put these grants through the general 
fund. These undistributed revenues 
provided a windfall for the State in 
fiscal 1947. In later years the State was 
to pay grants out of current revenues; 
in 1946-47, a portion of these revenues 
was derived from balances accrued dur- 
ing fiscal 1946. 

The shared taxes distributed to cities, 
towns, and villages after April 1, 1946, 
were considered a payment in lieu of the 
first installment of the per capita grant, 
due on May 15, 1946; no first install- 
ment was paid. The second installment 
of the per capita grant (one-quarter of 
the normal annual payment, modified 
by the general taper provision) was paid 
under regular procedure on August 15, 
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1946. The third payment was made on 
November 15, 1946, but it was calcu- 
lated in a unique manner. If one- 
fourth of a local unit’s share of State 
tax collections during the State’s fiscal 
year 1946 was equal to the “ normal” 
per capita grant installment, the No- 
vember payment to the locality was 
equal to the installment. If one-fourth 
of 1946 shared taxes was greater or 
smaller than the installment, the No- 
vember payment was reduced or in- 
creased by the difference. The fourth 
installment of the per capita grant was 
paid under the usual conditions. 

A final provision of the law stated 
that no city, town or village, during the 
State’s fiscal year 1947, was to receive 
from shared taxes distributed after 
April 1, 1946, and from per capita 
grant installments and adjusted install- 
ments less than it would have received 
if all its 1946-47 receipts had been com- 
puted by use of the regular per capita 
grant payment, modified only by the 
general taper. As a result, payments to 
localities in 1946-47 under the per 
capita grant system were higher than 
they would have been had the special 
technique not been employed. 


Goals of the Commission 


This was the Moore Plan as presented 
in the final report of the commission 
and enacted into law. What problems 
was the commission trying to solve and 
how? 

The program did not aim at any 
major increases in State aid. Only in 
the welfare field was aid to be increased, 
but this was to be offset, in part, by de- 
creases in aid for general governmental 
purposes. The commission presented 
estimates of the increase in aid which 
would result from enactment of its final 
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program. These indicated that locali- 
ties would receive $51.5: million more 
than they had received from the State 
in their fiscal years ended in 1944.7 
This was made up as follows: (1) $17.6 
million increase in educational grants; 
(2) $12.5 million excess of per capita 
grants over shared taxes (after deduct- 
ing New York City’s loss from the dis- 
continuance of any aid to it from 
motor fuel and vehicle taxes); (3) 
$21.0 million increase in welfare aid 
(under 1944 conditions) ; (4) $0.5 mil- 
lion for full assumption by the State of 
snow removal costs. These figures, 
however, did not take into account the 
fact that in part of calendar 1944 the 
cities received the entire proceeds of the 
utility tax. The commission indicated 
that a full year’s share of this tax would 
have amounted to $18.5 million. In ad- 
dition, the increase in State aid to edu- 
cation of $17.6 million had taken place 
almost a year before the final report of 
the commission was made public.” 
Therefore, a corrected estimate of the 
commission’s appraisal of the increase in 
State aid resulting from its program 
would be only $15.4 million. This can 
be compared with the general property 
tax levy of localities in 1947 of $816.6 
million. 

The program obviously was aimed at 
the cyclical problems of localities. Its 
major features were the establishment 
of a fixed block grant to localities which 
would change only in decennial years 
and the assumption by the State of a 
major portion of local welfare costs. 
The first objective was to enable the 


25 Report of the Commission on Municipal Rev- 
enues and Reduction of Real Estate Taxes (Albany, 
1946), p. 29. 


26 It was enacted in the 1945 legislative session. 
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localities to count on a fixed sum of 
money from the State, regardless of the 
cyclical sensitivity of the State’s tax 
system. This contrasts sharply with the 
former system of shared taxes under 
which municipalities shared with the 
State the burden of declining State reve- 
nues. The second objective was to re- 
lieve localities of a major part of the 
burden of welfare costs, which account 
for the bulk of increased demands on 
local finance during periods of depressed 
business activity. Finally, the reserve 
funds were intended to secure the sta- 
bility of State finances, which would be 
under tremendous pressure during de- 
pressions because of the adoption of the 


‘entire program. 


The driving force behind the plan 
was the general fear that the end of 
World War II would see the beginning 
of a rather serious recession resulting 
from postwar readjustments. The 1945 
commission report, for example, stated: 
“Few people expect the municipalities 
to derive greater income from shared 
taxes in the postwar period than they 
are now receiving if the present system 
of distribution is continued. Many be- 
lieve that the local revenues from this 
source will trend downward.” ** Comp- 
troller Moore, in a speech delivered June 
10, 1946, said: “‘ It is now clear that the 
shift from the old system of shared 
taxes to the new plan of per capita pay- 
ments was made in the nick of time... . 
The new plan will not only give the 
municipalities stability of revenues but 
actually far more money than they 
would have received if the old system 


27 Report of the Commission on Municipal Rev- 
enues and Reduction of Real Estate Taxes (Albany, 
1945), p. 20. 
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of tax sharing had been continued.” ** 
The Moore Commission was not pri- 
marily concerned with equalization con- 
siderations. To the extent that equal- 
izing effects were found in the final 
program, they were the almost fortui- 
tous result of other aspects of the com- 
mission’s work. The commission was 
most seriously concerned with cyclical 
matters; it wanted to help shield locali- 
ties from the rigors of an incipient de- 
pression. To do this it decided, early 
in its investigations, to shift from a 
shared-tax system to a block-grant sys- 
tem. Localities were to be given about 
as much as they were receiving from 
shared taxes at the time of the change. 
This can readily be seen by compar- 
ing 1944 receipts of localities from 
shared taxes (the latest data available to 
the commission) with the preliminary 
and final commission reports. Although 
the first commission report did not pre- 
sent a specific technique for allocating 
the proposed grants between cities, 
towns, or villages, it did detail the 
amounts which were to go to such 
groups as a whole. New York City was 
to receive $45.5 million to replace all 
shared taxes; in 1944 it received $41.4 
million from these revenues (plus re- 
ceipts from the utility tax which would 
have amounted to $13.4 million for a 
full year). Upstate cities were to re- 
ceive $19.25 million; in 1944 they re- 
ceived $16.6 million from shared taxes 
(plus receipts from the utility tax, a 
full year’s share of which would have 
been $5.1 million). Towns were to be 
given $10.7 million to replace shared 


28 Frank C, Moore, The New Plan for the Stabili- 
zation of Local Finances (address at the 1946 Con- 
ference of*Municipal Finance Officers Association of 
the United States and Canada, Richmond, Virginia, 
June 10, 1946). 
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taxes; in 1944 they received $10.6 mil- 
lion from such aid. Villages were to 
receive $3.5 million; in 1944 they re- 
ceived $2.8 million from shared taxes, 

The final commission report outlined 
the system later enacted into law: $6.75 
per capita for cities, $3.55 per capita 
for towns, and $3.00 per capita for vil- 
lages. The totals to go to each of the 
above groups under these “ normal” 
grants were estimated by the commis- 
sion. New York City was to receive 
$50.2 million; upstate cities, $19.2 mil- 
lion; towns, $10.9 million; and villages, 
$3.6 million. New York City’s share 
in 1944 of the local receipts of shared 
taxes which were discontinued under 
the Moore Plan was 61 per cent. The 
first Moore report allocated to New 
York City 58 per cent of the grants 
which eventually replaced the shared- 
tax system. The second report allo- 
cated to New York City 59 per cent of 
the “normal” per capita grant total.” 

The similarities of these figures do 
not have to be labored. It is obvious 
that the commission was attempting to 
maintain approximately the old rela- 
tionship between the groups. No at- 
tempt was being made to reassess the 
amount or allocations of aid in terms of 
the financial needs or ability of local 
units, 

However, when it came to the allo- 
cation within the city, town, and vil- 
lage groups, the story is somewhat dif- 
ferent. The commission was faced 
with the problem of deciding on a sys- 


29.New York City representatives were willing to 
accept the slight decline in the proportion of this 
segment of State aid going to the City, on the basis 
of their assumption that New York City’s population 
would grow faster than that in most upstate areas. 
It was felt, therefore, that the expected allocation on 
the basis of the 1950 census would more than com- 
pensate the City for this decrease. 
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tem which would leave the relations be- 
tween groups relatively undisturbed 
and yet would stabilize local receipts. 
The commission stated that innumera- 
ble methods of distribution were tested 
in the search for an equitable device. 
In view of the commission’s goals, the 
simplest approach would have been 
merely to freeze aid to each locality at 
the amount it had received in a selected 
year. This technique, however, would 
have encountered several difficulties. 
First, the shared-tax system was dis- 
equalizing in the sense that in general 
more aid went to wealthier communi- 
ties. Second, during current years the 
exceptional war profits of corporations 


distorted even more the State aid sys- 


tem, as a result of the way in which the 
corporate franchise tax receipts were 
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distributed. Freezing the system as of 
1944 or 1945 would have unduly bene- 
fited those communities in which were 
located corporations which were earn- 
ing unusual profits owing to war condi- 
tions. This last point, in particular, 
made necessary some new method of 
allocation. 

The commission finally chose census 
population as the guiding criterion of 
distribution. This base had the advan- 
tage of being stable over each decennial 
period and of being relatively neutral 
within locality groups. Once this was 
decided upon, the levels of per capita 
grants to cities, towns, and villages were 
chosen to keep the amounts distributed 
to the three groups and the relation- 
ships between the groups about as they 
had been under the shared-tax system. 


[To be concluded | 














EXCESS PROFITS TAXES VERSUS HIGHER 
REGULAR CORPORATE TAX RATES 


WALTER A. MORTON* 


T IS, at this time, generally agreed 
that additional revenues should be 
raised by means of business taxes, the 
choice lying between enactment of an 
excess profits tax and an increase in the 
regular corporate tax rate from the 
present 45 per cent to a higher figure 
varying from 50 per cent to 70 per 
cent. Aside from the self-interest of 
those expecting large profits in the years 
ahead, the objection to excess profits 
taxes is based upon certain deficiencies 
found in this type of tax. Some of 
these deficiencies are peculiar to it, 
whereas others are inherent in any busi- 
ness tax. An example of the latter is 
the fact that any tax on profits deprives 
corporations of income which they 
might use for expansion or for the pay- 
ment of dividends to attract additional 
capital. This is true both of the regu- 
lar corporate tax and of excess profits 
taxation and, for that matter, also of 
taxes on individuals. Since, however, 
it is agreed that additional corporate 
levies are desirable, we shall lay aside 
consideration of the merits of corpora- 
tion taxes in general and proceed to an 
examination of the relative merits of 
excess profits and regular corporate 
taxes in the present circumstances. 
After doing this, we shall consider 
whether the excess profits tax can be 
levied in such a manner as to minimize 


* The author is professor of economics at the Uni- 
versity of Wisconsin. 


some of its admittedly bad features, 
Final judgment must then be based 
upon a balance of the good and evil 
found in each proposal. 


Sources of High Profits 


The demand for an excess profits tax 
arises out of the recognition that de- 
fense spending will have different ef- 
fects upon the profits of companies in 
the various sectors of our economy. 
Some industries will be favored by war 
expenditures, others will occupy a 
neutral position, a third group may 
suffer losses. The excess profits tax 
aims to take part of the additional 
profits accruing to favored industries 
and to leave untouched those of the 
neutral or less favored groups. <A 
straight increase in the corporate tax, 
on the other hand, would hit all com- 
panies alike; the company realizing 
smaller profits would have such profits 
reduced even further by a higher cor- 
porate tax rate, whereas the more favor- 
ably situated concern would pay the 
same proportion in taxes with a much 
higher residual net profit. This is 
surely inequitable, and, as will be shown 
below, it also fails to further our major 
economic objectives. 


War profits are not the result of su- 
perior efficiency but of inflationary 
policies, strategic position, and scarcity. 
They are made in both civilian and 
military production. Some goods will 
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be restricted because of diversion of 
labor and raw materials to other pur- 

es. Thus the war industries will 
make profits because they are given 
prior right to raw material and labor, 
and some peace industries will suffer 
from higher costs and smaller output. 
Other civilian-goods producers will 
make large profits because the total sup- 
ply of their industry will be decreased, 
thus lessening competition and enabling 
them to charge higher prices for a re- 
stricted supply of goods. However, it 
does not seem reasonable that concerns 
should profit from governmentally 
created scarcity, and no good economic 
function is performed by enabling them 
to keep all these profits. There is eco-~ 
nomic justification for efficiency profits 
but none for scarcity profits, and 
whether they are made in the produc- 
tion of war goods or civilian goods 
makes little difference. The economic 
problem is how to devise a tax which 
maintains incentives to make efficiency 
profits while it recoups, at the same 
time, for government use the scarcity 
profits. This is an aim of the excess 
profits tax to which, in practice, it can 
do only rough justice. 


Price Effects of Increased Taxation 


One of our immediate objectives is to 
minimize inflation. Of course, any tax 
contributes something to this end by re- 
ducing total demand. But an increase 
in the corporate tax contributes rela- 
tively less because it will require some 
industries to recoup such taxes through 
higher prices. This is particularly true 
in regulated industries such as electric- 
ity, telephones, and railroads. Prices 
charged in these industries are regu- 
lated so as to produce a reasonable re- 


turn, say about 6 per cent on invested 
capital, after corporate taxes. Electric 
and telephone utilities are earning close 
to the amount allowed by the various 
state commissions. Hence, an apprecia- 
ble increase in corporation taxes must 
have one of two effects: It must reduce 
profits below a reasonable rate, or it 
must result in higher prices for electric- 
ity, gas, and telephones. At the pres- 
ent time when these industries are being 
threatened by inflation of costs which 
reduces their operating margins, it 
would be exceedingly difficult to raise 
the additional capital needed for ex- 
pansion if profits were reduced even 
further by higher regular corporate 
taxes. It is, therefore, inequitable and 
destructive to bring about a collapse in 
the markets for utility securities and to 
cripple future financing by reducing 
the rate of return below reasonable 
levels. The only alternative to this re- 
sult is to raise utility rates even higher 
than may become necessary because of 
present rising wage and material costs 
and to absorb the recent increase of 7 
percentage points in Federal taxes which 
has not yet been assimilated in the rate 
structure. A true excess profits tax, on 
the other hand, since it takes only the 
excess over a reasonable return, will not 
reduce profits below this amount and 
hence will not impair utility finances 
or necessitate an increase in rates. 
Although railroad earnings are also 
under supervision of the Interstate 
Commerce Commission, the operating 
results of different roads vary widely. 
Some roads make a very low rate of re- 
turn on their investment; others which 
have a small percentage of passenger 
traffic, long hauls, and low terminal 
costs are able to do much better. On 
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the whole, however, earnings for Class 
I railroads are considerably below the 
allowable amount. An increase in the 
regular corporate tax rate would re- 
duce the profits of those roads making 
3 per cent or 4 per cent on their in- 
vested capital just as much as of those 
which may be making 8 per cent or 9 
per cent. An excess profits tax, on the 
other hand, would leave the low earn- 
ings untouched and would take a por- 
tion of the higher earnings of the more 
strategically located or otherwise favored 
roads. Since, moreover, the low-earn- 
ings roads cannot stand further reduc- 
tion in their net income without 
lowering their return far below reason- 
ableness, they will have a right to ask 
for rate relief from the I.C.C. Higher 
rates will thus be put into effect on all 
roads, those who need them and those 
who do not. An excess profits levy 
would avoid this result, whereas an in- 
crease in regular corporate rates necessi- 
tates it. For the railroads, like the 
other utilities, therefore, increased regu- 
lar taxes are likely to be either infla- 
tionary or both inflationary and con- 
fiscatory. Neither result is to be 
desired. 

In nonregulated industries the effects 
of these two different types of taxation 
are not so readily predictable. It seems 
reasonable, however, to assume the 
operation of the general principle that 
normal profits are necessary to main- 
tain production and that a tax reducing 
profits below this level can be passed on 
to the consumer, whereas a tax on ex- 
cess profits is more likely to be borne by 
the producer. In so far as the size of 
profits will be a consequent of govern- 
ment spending and allocation of re- 
sources, it does not seem reasonable to 
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permit those making excessive profits to 
escape taxation upon them while in- 
creasing the burden on less favored in- 
dustries, or “ corporations with a con- 
science” who make every effort to keep 
prices and profits down, in order to 
prevent inflation. Of course, if we 
desire to reduce consumer demand still 
further, this can be done by increasing 
individual income taxes and general ex- 
cises. But these measures would be 
equitable and politically feasible only 
after war profits have been taxed. 

We conclude then that the excess 
profits tax is anti-inflationary, whereas 
an increase in the corporate tax will 
tend to be inflationary in so far as it 
raises the normal costs of doing busi- 
ness and reduces the rate of return of 
regulated industry below a fair level. 
It is also inequitable between industries 
benefiting and losing as a result of de- 
fense expenditures.’ 


Principles of Excess Profits Tax Levy 


Granted that the excess levy is de- 
sirable, what principles should guide the 
framing of this legislation? 

Two at least partially valid objections 
are made against the excess profits tax. 
The first is that it is difficult to meas- 
ure what profits are excessive since 


1Mr. R. C. Leffingwell, vice-chairman of J. P. 
Morgan & Co., Inc., writing in Barron’s, November 
13, 1950, states his preference for the excess profits 
tax, which he would designate as a “ defense super 
tax.” He says: “A supertax for the national de- 
fense would be better than a further increase in the 
straight income tax on corporations. Companies that 
have abnormally large income in relation to capital 
or past earnings are better able to bear more taxes, 
than companies that are jogging along without bene- 
fit of defense spending and that perhaps are even 
hurt by curtailment of civilian spending. The 45% 
corporation tax, however necessary, is too high al- 
ready to be healthy, to permit fair dividends and 
adequate reserves for the jog-along companies.” 
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profits vary widely from company to 
company and from industry to indus- 
try. The second objection is that an 
extremely high tax, taking say 90 per 
cent of earnings above the base amount, 
reduces incentives to efficient operation 
and results in wasteful expenditure for 
advertising, the hoarding of labor, high 
officers’ salaries, and other inefficiencies. 

The first objection can be overcome 
by making the base year reasonable, al- 
lowing for good years and bad years 
and the cyclical characteristics of an in- 
dustry. Thus, the base earnings could 
be computed as the average of any 
three of the years from 1946 to 1949 
during which a profit was earned, or, 


in exceptional cases, even a smaller. 


number of years. If the base amount 
of income were made 100 per cent of 
the average of the three years, the ex- 
cess profits tax could start at a higher 
rate than if the base were 75 per cent 
of the average, as suggested by the 
Treasury. In either case, the tax ought 
to be graduated, and it ought to fall 
after the peak rate has been achieved. 
This is what we may designate a 
“humped curve.” 

The beginning rate and the top rate 
would depend upon the percentage of 
average earnings used as a base and also 
upon the amount of revenue needed. 
The following table is, therefore, in- 
tended merely to illustrate the principle 
involved in the “ humped curve.” As- 
suming, for illustrative purposes, that 
the Treasury suggestion of a base con- 
sisting of 75 per cent of average earn- 
ings is used, the following schedule 
would carry out the principle of the 
“humped curve ”: 


EXCESS PROFITS TAXES 
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Earnings in excess of 


pein tea Excess profits tax rate 
OE Sera ls et 50% 
Geen 1G Fe e's. nc cesess 60% 
File BAM. oS eee Ki 70% 
Fonte: £096» .6.0.... cae ccd 80% 
SC Te 90% 
TI n= 6h cs bcs emma 75% 


The purpose of this type of gradu- 
ation is twofold: The rising part of 
the schedule is intended to reduce the 
importance attached to the base period 
and to minimize the injustice done to 
concerns which find their base to be in- 
equitably low; the falling part of the 
schedule is designed to induce com- 
panies to strive to increase efficiency 
profits so as to get over the 90 per cent 
hump, after which they are allowed to 
keep 25 per cent of the remaining 
profits. 

Any sudden jump in rates, as from 
a 45 per cent regular rate to 75 per cent 
on the next dollar above the base 
amount may lead to claims of inequity 
in the base period and to attempts to 
avoid this sudden increase by excessive 
expenditures for maintenance and re- 
pairs and other waste. A gradual rate 
rise decreases the incentives to waste. 
Thus, the average rate on the first 50 
per cent of above-normal earnings 
would be 70 per cent, but the gradu- 
ation would discourage inefficiency. 

This schedule could also be applied to 
taxable profits of corporations using the 
invested-capital base. The credit for 
these corporations might be 6 per cent 
after regular corporate taxes for regu- 
lated industries and a higher allowance 
for others, with an allowance for 
growth in investment which will be 
needed by companies rapidly increasing 
their capital outlays. 
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The graduated humped curve is pref- 
erable to a straight corporate levy at a 
high rate or a straight graduated excess 
profits tax. Its only defect is that it is 
unusual. We are accustomed to a flat 
rate of taxation depicted by a straight 
horizontal line, regressive taxation with 
a line sloping downward, and progres- 
sive taxation with a line sloping up- 
ward; but we are not accustomed to a 
humped curve such as is here proposed. 
That a proposal is new, however, does 
not prove it to be undesirable or ad- 
ministratively unfeasible. The humped 
rate curve has the very definite advan- 
tage of overcoming, so far as possible, 
the two admitted defects of excess 
profits taxation: undue emphasis upon 
the base period and reduction of in- 
centives to efficient operation.” 


2 The humped curve may be a useful taxation de- 
vice wherever disincentives to production begin to 
operate because of heavy progressive taxation. Such 
taxation diminishes incentives because additional in- 
crements of income derived from work or risk-taking 
are taxed at progressively higher rates. The prob- 
lems of incentives are, however, so complicated that 
only a suggestion can be made here relative to the 
applicability of the humped curve. Suppose that be- 
cause of a war effort extremely heavy taxation is re- 


quired to balance the budget; at the same time in- 
creased hours of work are needed and heavy progres- 
sive taxation diminishes the incentive to put in addi- 
tional time. The same amount of revenue can be 
raised on the same income in different ways, one of 
which provides greater incentives than the other, 
Out of a given income, say $5,000, a total amount of 
say $1,100 may be taken for taxes on the straight 
graduated plan or on the humped plan. The latter, 
however, will provide the greater incentive to pro- 
duction. A tax schedule might be arranged some- 
thing like this: 


Portion of Tax Rate Tax Yield 
Income (Per cent) 
Below $1,000 Exempt 0 
$1,001-2,000 10-20 $ 150 
2,001-3,000 20-30 250 
3,001-4,000 30-60 450 
4,001-5,000 20-30 250 


Total $1,100 
5,001 and up 30 and up 


If the worker wanted additional income and could 
make it only by getting over the $4,000 hump, he 
would have an incentive to work in order to make 
additional income on which he would be taxed at a 
lower rate. It is a matter of judgment where the 
hump should be put. In principle, it should be at 
a point where the worker has a powerful desire to 
climb over it. If it is put too high, he may not 
jump over it. If put too low, the desire to gain ad- 
ditional income may be diminished by the height of 
the graduated tax. In practice, some combination of 
income taxes and excises or refundable sales taxes or 
spending taxes are likely to be used to accomplish the 
same result (see my “Taxes and Loans in War 
Finance,” Bulletin of the National Tax Association, 
XXVII [May, 1942], 3-4). 
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ABILITY TO SHIFT THE CORPORATE INCOME TAX: 
CORRECTION 


An error in calculating the “ multiplier ” 
which appears on p. 250 of my article, 
“ Ability To Shift the Corporate Income 
Tax: Seven Industrial Groups,” necessitates 
several corrections.1 The correct figure for 
the multiplier is 0.3064516. In Table 2, the 
corrected figures for the percentage increase 
in sales necessary to recoup the tax increase 
(line 1) are: mining and quarrying, 3.67; 


1 National Tax Journal, III (September, 1950), 
248-56. I am grateful to Mr. John J. York, Tax 
Department, Butler Brothers, Chicago, for calling 
my attention to the error. 


manufacturing, 2.10; public utilities, 4.09; 
trade, 0.79; service, 2.04; construction, 
1.28; agriculture, 2.18. In Table 4, the 
same corrections should be made in column 
§. The revised figures should be inserted in 
the text discussion relating to the index of 
partial relative ability to shift (p. 250), to 
public utilities (p. 255), and to manufac- 
turing and service industries (p. 256). 

The argument of the article is not af- 
fected by the error in computation. 


Morris BECK 
Columbia University 
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Income Tax Treaties: The Income Tax 
Conventions of the United States with 
Great Britain, Canada, and Other Coun- 
tries. By ALBert A. EHRENZWEIG and 
F. E. Kocu. Chicago: Commerce Clear- 
ing House, Inc., 1950. Pp. 384. $15. 


The end of the war gave the signal for 
an unprecedented growth in the network 
of international agreements for the avoid- 
ance of double taxation. Of a total of 
about 400 such agreements concluded over 
the last 100 years, more than 113 were 
signed since 1945. The United States and 
the British Commonwealth are in the van- 
guard of this movement. At the same 
time, tax agreements have grown in scope 
as well as number: Whereas in the prewar 
years many of them dealt with such special 
questions as the taxation of profits earned 
through a foreign agency, of wages paid to 
workers in frontier areas, of income from 
shipping enterprises, most postwar agree- 
ments have been general in coverage, deal- 
ing comprehensively either with income or 
with succession taxes. 

Concurrently, unilateral legislation has 
developed under which citizens and alien 
residents, the latter frequently on the basis 
of reciprocity, are given relief from multi- 
ple taxation of their foreign earnings. 
These unilateral provisions interlock with 
the corresponding provisions of interna- 
tional agreements, and are expressly incor- 
porated in recent United States and United 
Kingdom agreements. As a result, tax- 
payers with international interests find 
their position greatly relieved financially 
but infinitely more complex legally. 

To guide taxpayers and their legal and 
accounting advisers through these perplexi- 
ties, a large literature has grown up during 
the last thirty years. This literature has 
followed the same development as the tax 


agreements themselves: Before the war, it 
was chiefly concerned either with interpre- 
tation of individual agreements! or with 
specific technical aspects of international 
double taxation, such as the definition of 
the term “ permanent establishment” and 
the allocation of the total income of inter- 
national enterprises among the various 
countries in which they operate. The de- 
velopment of more comprehensive tax 
agreements and their integration in national 
networks since the war has given rise to a 
series of descriptions dealing with a coun- 
try’s entire system, of which the present 
work, devoted to the United States income 
tax treaties, is the latest example.® 


The book, which is chiefly intended “ to 


be of assistance to practicing lawyers” ad- ‘ 


mirably fulfills its purpose. Its main body 
is devoted to an article-by-article exegesis 
of the relevant provisions of the laws and 
agreements of the United States and its co- 
contracting governments. The authors 
have had the happy inspiration of using the 
provisions of the basic United States— 
United Kingdom Convention of 1946 as the 
structural skeleton for their work. Each 
article is preceded by a discussion of the 
underlying national legislation of the 
United States and United Kingdom and is 
followed by an analysis of the correspond- 


1Since the war, valuable papers have been pub- 
lished on individual new agreements in the Bulletin 
of the International Bureau for Fiscal Documenta- 
tion, Amsterdam, edited by Professor Adriani. 


2 See especially Taxation of Foreign and National 
Enterprises (5 volumes), edited by M. B. Carroll, 
League of Nations, 1932-33. 


8 For the United Kingdom, see F. E. Koch, The 
Double Taxation Conventions, vol. I, and Supple- 
ment, Taxation of Income (London: Stevens & Sons, 
Ltd., 1947 and 1950); for Sweden, see K. G. A. 
Sandstrom, Svenska Dubbelbeshattningsavtal (Stock- 
holm: P. A. Norstedt i Soners, 1949). 
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ing provisions in the other United States 
agreements with short references to the ap- 
propriate laws of the other countries in- 
volved. Reference to agreements other 
than those with the United Kingdom and 
Canada, however, are sometimes so rudi- 
mentary as to be misleading. This may be 
illustrated by the discussion of capital gains 
taxation. The authors state that Article 
XI of the agreement with the Netherlands 
provides for reciprocal tax exemption of 
capital gains, and list, as Dutch taxes in- 
volved, the capital accretion tax and the 
extraordinary capital levy. Since neither 
of these taxes is a capital gains tax within 
the definition of Article XI and both are 
expressly listed in Article I, (b) (ii) as not 
being covered by Article XI (but rather by 
Article XX), the benefits of this article 
cannot extend to them. 

In addition to this systematic commen- 
tary, there is a wealth of factual detail, 
eminently useful to the practitioner, along 
with many valuable “ extras ” among which 
special notice should be given to a detailed 
review of the use of the terms “ residence ” 
and “domicile” in the legal systems 
covered and to a discussion of the relative 
tax advantages for a United Kingdom or 
United States enterprise in carrying on its 
activities in the other country through a 
branch or a subsidiary. 


In their interpretative task the authors 
had to rely chiefly on the implementing 
laws and regulations, many of which are 
reproduced in a generous appendix. There 
are few judicial or administrative rulings to 
guide the practitioner, nor does past experi- 
ence leave much hope that this source of 
law will greatly expand in the future. It 
may well be that taxpayers and tax adminis- 
trators, united in a common endeavor to 
implement the broad relief granted in these 
agreements, have little desire to quarrel 
over the numerous technicalities which 
commonly bring them face to face before 
the courts. As it is, the interpretation of 
these provisions is an extremely arduous and 
risky task. Yet, the reader who has day-to- 
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day contact with these problems will find 
the book a comprehensive and generally 
clear and precise guide through this inter- 
national tax superstructure. 

It would be small indeed to quarrel with 
the rare factual errors which unavoidably 
have made their way into these pages. A 
basic misunderstanding, however, underlies 
the discussion of the tax credit provisions 
of the agreements. These credits are 
granted by the country of nationality or 
residence against its own tax claims, on ac- 
count of the taxes paid to the country of 
the source of the income. It is the authors’ 
view that they are “designed to alleviate 
such double taxation as has not been elimi- 
nated by other provisions of the Conven- 
tion” (p. 185). The facts are precisely 
the opposite: Tax credits constitute the pri- 


’ mary factor in the scheme for regulating 


double taxation. They are anchored in the 
internal legislation of the United States and 
the United Kingdom, in the latter especially 
since the Finance Act of 1945 which was 
expressly contemplated in the United States 
—United Kingdom agreement.* With this 
important relief assured to the taxpayer, any 
other provisions in the agreement are rather 
complementary to the tax credit provisions 
than vice versa. In fact, it would be fair 
to state that these other provisions, which 
consist mostly in limiting the taxing powers 
of the country of source, bring relief less 
to the taxpayer than to the treasuries which 
are thus able correspondingly to limit the 
credits they have to allow for foreign taxes. 
The taxpayer’s chief advantage is found in 
the cases in which the foreign tax exceeds 
the maximum credit allowable under the 
legislation of his home country. 


4Since 1920 the United Kingdom law has known 
unilateral provisions granting credit for taxes paid to 
other Commonwealth countries. The Finance Act 
of 1950, promulgated since publication of the book, 
provides for such credits, even in the absence of 
any tax agreement, up to two-thirds the United 
Kingdom tax on account of Commonwealth taxes 
and up to one-half on account of taxes paid to 
jurisdictions outside the Commonwealth. 
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The reality of this situation becomes more 
patent still in those United States agree- 
ments which are concluded with countries 
innocent of tax-credit legislation. A fuller 
discussion, e.g., of the agreements with 
Sweden and the Netherlands would have 
demonstrated that here the credit provisions 
(Article XIV and Article XIX respec- 
tively), far from complementing the relief 
granted by the other provisions, narrow it 
down from what it would have been with- 
out these articles. For while other pro- 
visions grant exclusive taxing power to the 
country of source over such income items 
as revenue from real property (Art. V of 
the Conventions) and profits of permanent 
establishments (Art. II of the Swedish Con- 
vention), the above cited articles wipe out 
this exclusivity in favor of the over-riding 
power of the United States to tax even these 
foreign incomes of its citizens and residents, 
subject only to the limited tax-credit bene- 
fits which are of course less favorable to the 
taxpayer than complete exemption. A full 
understanding of these facts would have 
permitted the reader to appreciate the com- 
plementary place which the tax agreements 
hold within the broad scheme of double-tax 
prevention which in the United States has 
rested since 1918 on the foundation of the 
tax credit provisions now incorporated in 
sec. 131 of the Internal Revenue Code. 

Another basic statement which would 
call for correction is that on the principle 
of taxation at source. This principle, the 
authors state, was incorporated in the 
League of Nations Model Convention 
adopted in Mexico City in 1943 and taken 
over in modified form into the London 
Model Convention of 1946 (p. 8). Such 
an interpretation, though formally admis- 
sible, ignores the fundamental conflict in 
the tax policies of capital-importing and 
exporting countries with reference to in- 
come from foreign investment. Whereas 
the former claim sole taxing power over the 
tevenue from foreign capital invested in 
their territory, the latter seek to retain the 
right to tax income which their residents 
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derive from capital invested abroad. Arti- 
cle IX of the Mexico Model incorporates 
the viewpoint of the capital-importing 
countries by reserving the right to tax divi- 
dends to the country where the divi- 
dend-producing activity is carried on. Ar- 
ticle VIII of the London Model grants this 
tax jurisdiction to the country where the 
dividend-distributing company has its seat. 
To say that both apply the principle of 
taxation at source is to brush off the de- 
cisive question, whether the country of 
source is that where, economically, the in- 
come was produced, or that where, legally, 
the payer is located. Yet, it is largely this 
fundamental difference which has so far 
stood in the way of the conclusion of gen- 
eral tax agreements between most of the 
independent underdeveloped countries, 
especially in Latin America, and capital- 
exporting countries such as the United 
States. 

In their enthusiasm for their subject, the 
authors appear to be somewhat carried away 
when they predict that the tax agreements 
will lead to “‘ the development of an inter- 
national system of income taxation” (p. 9). 
This tendency toward standardization, which 
appeals to the orderliness of the legal mind, 
cannot but produce confusion and unfair- 
ness in the field of taxation; the varying and 
often conflicting needs of different coun- 
tries which find themselves at different 
levels of economic development and en- 
gaged in the pursuit of different economic 
principles and fiscal policies cannot be 
brushed aside in the interest of ‘“‘ the auton- 
omy of tax law” (p. v). International 
enterprises whose operations are to be facili- 
tated by unification of tax rules can on the 
contrary usefully contribute to the develop- 
ment of the many countries, in which they 
operate profitably, only to the extent to 
which they accept each country’s economic 
policies and integrate their own efforts with 
them. 

This conflict between fiscal policy and 
legal norm highlights the one serious gap in 
the book: its self-imposed limitation to the 
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practitioner’s needs. Students in the field 
have for some time been concerned with the 
question to what extent the neatly systema- 
tized solutions proposed for the manifold 
cases of international double taxation are 
responsive to the underlying economic prob- 
lems. They have found that this is not a 
field in which legalistic categories, allocat- 
ing with seeming impartiality national tax 
jurisdiction in accordance with such uni- 
versal principles as residence, origin of in- 
come, and economic allegiance, can furnish 
a useful rule for determining and control- 
ling the economic effects of double taxa- 
tion.5 

The two postulates on which the outright 
rejection of any and all international double 
taxation was traditionally predicated were 
those of tax equity (which demanded that 


a stated amount of income or capital may 


not be taxed more if derived from, or 
located in, several countries than if limited 
to the territory of a single tax jurisdiction) 
and of neutrality in taxation (which re- 
quired that differences in the taxation of 
international as against national activities 
should not be allowed to influence the flow 
and direction of trade and investment). 
Economic analysis shows, however, that it 
is at least doubtful whether international 
activities are foursquare with national ac- 


5 For a fuller discussion of this subject, see The 
Effects of Taxation on Foreign Trade and Invest- 
ment (Fiscal Division, Department of Economic Af- 
fairs, United Nations, No. 1950. XVI.1). 
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tivities so as to require an identical tax load 
and that the tax policy maker has no more 
reason to be neutral in the taxation of for- 
eign investment than he is in any other 
aspect of tax legislation. Going a step fur- 
ther in this argument, the legislator who 
agrees to save foreign traders and investors 
from the obliterating effects of cumulative 
multiple taxation will find that he has a 
choice among numerous methods of easing 
the total tax load, depending on his foreign 
economic policy. The traditional rule of 
“* Let the country in need of foreign capital 
bear the burden of tax concessions,” has 
long been abandoned in favor of protecting 
the tax revenue of underdeveloped countries 
while offering tax concessions by the capi- 
tal-exporting countries as a part of their 
general program for financial contributions 
to economic development. 

The book serves a real purpose in guiding 
practitioners in this field to the correct an- 
swers to their clients’ most abstruse tax 
problems. One cannot but feel, however, 
that if those whose day-to-day experience 
makes them most thoroughly conversant 
with the technical problems of international 
double taxation were to deepen this knowl- 
edge by an understanding of the underly- 
ing economic implications the field itself 
would gain immeasurably in clarity and the 
governing measures in effectiveness. 

Kari E, LACHMANN 


United Nations 
New York 
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Proposed Practices for Economic Analysis 
of River Basin Projects. By Subcom- 
mittee on Benefits and Costs, Federal 
Inter-Agency River Basin Committee. 
Washington: Government Printing Of- 
fice, 1950. Pp. ix + 85. 25 cents. 


At the beginning of the century, C. F. 
Bastable, in his general treatise on public 
finance, said: “No one has as yet pro- 
pounded a system of arrangement and a 
body of rules applicable to public expendi- 
ture which could claim to be of the same 
character anu fundamental importance as 
those established for public revenue, and 
particularly for taxation. This failure is 
undoubtedly due to the peculiarities of the 
subject-matter, and is closely paralleled by, 
if not in a sense identical with, the case of 
the theory of consumption in Economics, 
as contrasted with that of production or 
distribution.” * 

Although progress has been made since 
that time in the development of the theory 
of government expenditures, a wide gap 
still exists between the maturity of doc- 
trines applicable to the two sides of the 
government’s budget. The modern theory 
of fiscal policy gives much attention to the 
impact of government expenditures on the 
level of total income and employment. 
But since the important work of Pigou, 
which appeared more than twenty years 
ago,” relatively little advance has been made 
in treatment of the economic basis of 
choice between public and private activi- 
ties and the effects of government expendi- 
tures on the efficiency of use of resources. 

The report to the Federal Inter-Agency 
River Basin Committee, prepared by a sub- 
committee under the chairmanship of Regi- 
nald C. Price, is, therefore, a highly signifi- 
cant document. This small volume neces- 
sarily leaves many questions unanswered, 


1 Public Finance (3rd ed.; London: Macmillan & 
Co., Ltd., 1903), p. 146. 


2A. C. Pigou, A Study in Public Finance (Lon- 
don: Macmillan & Co., Ltd., Ist ed., 1928; 3rd 
ed., 1947). 
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but it is a serious attempt to apply system- 
atically a few basic economic principles to 
an important type of public works. The 
attempt is so unusual that the report de- 
serves the attention of all students of gov- 
ernment finance. 

The subcommittee describes its objectives 
and methods in part as follows: “...to 
develop a systematic, consistent, and the- 
oretically sound framework for the eco- 
nomic analysis of river basin projects and 
programs, irrespective of current practices 
or legislative and administrative limitations. 
An objective analysis was made of the 
fundamental economic principles and stand- 
ards that could be used as a basis for the 
economic analyses of proposed projects, 
Particular stress was placed on the need for 
standards and procedures that would yield 
comparable estimates of benefits and costs, 
and would provide a proper basis for project 
formulation and selection” (p. 1). 

The focus of attention is on the difficult 
technical problems of measuring costs and 
benefits and the still more difficult policy 
problems of using these measures in selec- 
tion of projects and determination of their 
optimum scale of development. The fun- 
damental criterion of policy is maximiza- 
tion of net benefits, that is, the excess of 
total benefits over total costs. True costs 
are represented by the goods and services 
used for establishment, maintenance, and 
operation of a project. Benefits are the 
goods and services resulting from the 
measures for which costs are incurred. 
Clearly not all these benefits are a net ad- 
dition to the social product, because ordi- 
narily the resources devoted to the project 
could have been used for some alternative 
purpose. A net benefit is realized only if 
the goods and services produced with the 
project yield more satisfactions to the com- 
munity than would the goods and services 
that would otherwise have been produced 
with the resources devoted to the project. 
In making this estimate, account must be 
taken, not only of the immediate costs and 
benefits of the project, but also of the costs 
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and benefits of the associated activities of, 
for example, farmers who use the irrigation 
water. 

Although recognizing that social costs 
may sometimes be greater or less, the sub- 
committee assumes that the market value 
of goods and services used in connection 
with a project is ordinarily the best measure 
of costs. Measurement of benefits is more 
difficult, but here again market values pro- 
vide the least ambiguous standard for serv- 
ices such as the provision of irrigation 
water. The relevant market values, of 
course, are not the charges for the irriga- 
tion water but the value of the additional 
agricultural produce. 

On this approach, the subcommittee 
argues that resources devoted to the project 
will be most efficiently used when the proj- 
ect is carried to the point at which the 
excess of benefits over costs is at a max- 
imum. At this scale, the added benefits 
from the last increment in costs are just 
equal to that increment in costs. A larger 
project would still yield an excess of total 
benefits over total costs, but the further 
increments in costs would be greater than 
the additional benefits. At some smaller 
scale, the typical project will show a greater 
ratio of benefits to costs, but expansion 
beyond this point will yield a net gain be- 
cause additional benefits will exceed addi- 
tional costs. 

A project is not justifiable unless at 
some feasible scale benefits would exceed 
costs. But many projects may satisfy this 
requirement. How shall the government 
choose among them? The subcommittee 
suggests that projects be selected for which 
the ratio of total benefits to total costs is 
greatest. It correctly points out that this 
standard measures the effectiveness of use 
of national resources for project purposes. 

A conflict seems to arise, however, be- 
tween the rules for determining optimum 
scale of individual projects and for selection 
among available projects. At the most effi- 
cient scale, the ratio of benefits to costs of a 
particular project will ordinarily be less than 
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it would be at some smaller scale. If not 
all justifiable projects are to be undertaken 
—and this is the usual situation—the com- 
munity will realize the greatest net benefit 
if all projects are carried only to the point 
at which the ratio of benefits to costs is 
highest. This will mean stopping short of 
the “optimum” scale for the individual 
projects. 

Perhaps the subcommittee could not be 
expected fully to resolve this genuine dif- 
ficulty, but it seems that the apparent 
dilemma should have been faced and con- 
sidered in some detail. The problem arises 
because some broad political or other non- 
economic limitation is imposed on the total 
amount of resources channeled through the 
government’s budget and on the amount 
available for public works. If such a bud- 
get limitation exists, some economically 
justifiable projects cannot be undertaken 
and those that are constructed cannot 
always be of the most efficient size. De- 
cisions with respect to the scale of projects 
must take into account the probable 
amount that will be available for public 
works over a period of years and the fea- 
sibility of enlarging the scale of projects 
after original construction. It is also de- 
sirable to consider what criteria should 
guide the division of government expendi- 
tures between public works and other ac- 
tivities. 

The report deals effectively with many 
other conceptual and terminological prob- 
lems in measurement of costs and benefits. 
These include price levels to be assumed, 
interest and discount rates and risk allow- 
ances, the appropriate length of the period 
of analysis, intangible effects, other affected 
public and private facilities, taxes and tax 
equivalents, and joint costs and benefits. 
The discussion of all these points is sugges- 
tive rather than exhaustive. 

The report is valuable primarily for its 
outline of a method of analysis. Adoption 
of many of its suggestions would greatly 
improve the justifications prepared for in- 
dividual public works projects and would 
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facilitate intelligent legislative considera- 
tion. Problems mentioned in the report of- 
fer a wide field for research in a neglected 
phase of economics. 

R.G. 





La Riforma Tributaria. By Cesare Cos- 
CIANI. Firenze: La Nuova Italia, 1950. 
Pp. viii + 376. Lire 1300. 

In 1944, after the downfall of Fascism 
and for the first time in twenty-two years, 
a Florence publishing house introduced a 
new series of books, “‘ Orientamenti,” in the 
fields of economics and social sciences, poli- 
tics, education, and philosophy, of which 
this study is No. 18. 

Among internationally known authors 
contributing with original monographs or 
by translations to ‘“‘ the comprehension of 
the problems and most significant aspects of 
our modern civilization” are John Dewey, 
Prime Minister Carlo Sforza, President 
Luigi Einaudi, and Gaetano Salvemini, the 
liberal historian at Harvard University. 

This volume, the first of the series in the 
field of public finance, is a “ critical analy- 
sis of the Italian tax system.” Professor 
Cosciani is a consultant of the Ministry of 
Finance in Rome, especially interested in 
tax reforms. His book, partly based on 
seminary talks at the University of Flor- 
ence, is in its main parts a historic review 
of Italy’s taxes, going back to the second 
half of the nineteenth century. After the 
unification of the kingdom a unification of 
the tax system for the whole country was 
the principal task for the government. 

Seven chapters describe in detail all forms 
of taxation. Indirect taxes on consumers’ 
goods, assessed and levied by the communi- 
ties, are of particular importance in Italy, 
being in much more general use than Ameri- 
can sales taxes. The author’s reform sug- 
gestions include a general tax on all busi- 
ness transactions and another on all indus- 
trial finished products. 

Paut UcKER 

San Francisco 
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Financing Government. By Harotp M. 
Groves. Third edition. New York: 
Henry Holt and Company, 1950. Pp. 
xvi + 645. $4.50. 


The third edition of this well-known 
text represents a rather thorough revision, 
The author states that his objective has been 
to give more attention to economic theory 
and to over-all or macro-economic analysis. 
To this end the chapters on shifting and 
incidence and on fiscal policy have been 
completely rewritten. This edition includes 
graphic presentation and more theoretical 
material than the earlier editions. The 
amount of quantitative factual information 
has been decreased, the introductory histori- 
cal chapter has been moved to an appendix, 
and the lists of selected additional readings 
at the end of chapters have been replaced 
by lists of problems. 





Public Finance and Fiscal Policy. By 
RicHarp W. LinpHoLM. New York: 
Pitman . Publishing Corporation, 1950. 
Pp. xxvii + 732. $5.50. 


In describing his approach the author 
says: ““A tax or an expenditure that is not 
related to the total of economic activity is 
an isolated occurrence with little economic 
meaning. Related to the total of economic 
activity, it becomes a part of the total pat- 
tern; and its description and analysis aid 
in understanding the entire pattern and the 
role of the particular part under considera- 
tion. To establish this relationship has 
been the goal and the purpose of writing 
this study of public finance” (p. vii). 
After a brief introductory survey of trends 
in government revenues and expenditures 
(15 pages), the student is plunged im- 
mediately into the “Keynesian Revolu- 
tion,” in two general chapters on fiscal 
policy. By the time he has finished these 
first three chapters, the average student 
should realize that he is beginning a study 
that involves real issues and genuine diffi- 
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culties. If his curiosity is normal, he should 
be ready for more. 

In Parts II-V (pp. 55-264) Lindholm de- 
votes more space to government expendi- 
tures than most introductory texts do. 
Treatments of taxation, public debt, and 
fiscal administration follow. Groups of 
questions for review and annotated lists of 
additional readings appear at the end of 
chapters. A glossary of technical terms is 
included. 





Public Finance, Principles and Problems. 
By M. Stave Kenprick. Boston: Hough- 
ton Mifflin Company, 1951. Pp. xii + 
708. $5.25. 


In approach and distribution of emphasis 


this book follows rather closely the tradi- 


tional outline. Major attention is given to 
taxation, with rather detailed treatments of 
property taxation, including such special 
problems as taxation of railroads and public 
utilities and forests and mines, and 
business taxes. Expenditures are disposed 
of in 50 pages, whereas revenues (almost 
exclusively taxes) receive more than 500 
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pages. The historical sections are more 
complete than in most other texts. The 
treatment of fiscal policy, in the sense of 
the relation between government finance 
and aggregate income, employment, and 
price levels, consists mainly of a final chap- 
ter of only 16 pages. The brevity and late 
appearance of this chapter raise the question 
whether students will be properly intro- 
duced to a set of the most exciting and 
controversial topics in the field of public 
finance. It is impossible, however, to cover 
thoroughly the whole of public finance in 
one volume. Students using Professor Ken- 
drick’s book should acquire a good under- 
standing of taxation and familiarity with 
fiscal institutions. 

The author says that in organizing the 
book he has attempted to proceed from the 
simpler to the more complex subjects. 
This probably accounts for the position of 
the chapter on fiscal policy and also for the 
postponement of the general discussion of 
incidence and other effects of taxation until 
after the detailed chapters on particular 
taxes. The book includes much factual 
material and is illustrated with photographs. 
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1951 NATIONAL TAX CONFERENCE 


The next Annual Conference on Taxation 
is to be held at Dallas, Texas, on November 
26 to 29, 1951. Conferees will be housed 
in the Adolphus and the Baker, two thor- 
oughly modern hotels across the street from 
each other. Meetings will be held at the 


Adolphus. Further details concerning the 


hotels and other local arrangements will be 


announced in the March Journal, together 

with preliminary notes on the program. 
Ronatp B. WELCH 
Secretary 


EDITORSHIP OF THE JOURNAL: ANNOUNCEMENT BY THE PRESIDENT 


As most members of the Association 
already know, Roy Blough, who has edited 
the National Tax Journal since it replaced 
the Bulletin, has been called to Washing- 
ton as one of the President’s three-man 
Council of Economic Advisers. This is a 
post for which he is eminently fitted by 
temperament, ability, training, and experi- 
ence. The country is fortunate in this 
choice. The best wishes of all who know 
him are with him in his vitally important 
work. We all regret that his new duties 
have made it necessary for him to relinquish 
the editorship of the Journal. 

Richard Goode, who has served as asso- 
ciate editor of the Journal since its incep- 
tion, has inherited many of Mr. Blough’s 
former duties at the University of Chicago. 
He asked to be relieved immediately of any 
further responsibility for the Journal. On 
the urging of the officers and Executive 
Committee, however, Mr. Goode has con- 
sented to accept the editorship for the issues 
of December, 1950, and March and June, 
1951, provided he can be relieved thereafter. 

Professor J. Keith Butters of the Har- 
vard Graduate School of Business Adminis- 
tration has accepted the editorship, begin- 
ning with the September, 1951, issue. He 
will have the assistance of some of his col- 


leagues and, he assures us, the enthusiastic 
cooperation of the School. 

The Association owes a debt of gratitude 
to Mr. Blough for his untiring work in 
starting the Journal and bringing it in so 
short a time to the position it now enjoys. 
This is a tribute to his fine scholarship and 
editorial ability and to his wise choice of 
assistants and his gift for securing the co- 
operation of others in any task he under- 
takes. 

We are fortunate in having the Journal 
in charge of Mr. Goode for this and the 
next two issues. Mr. Goode’s own quali- 
fications and his close editorial association 
with Mr. Blough in the past assure continu- 
ance of the high standards that readers have 
come to expect. 

We feel that we are most fortunate in 
securing the services of Mr. Butters and his 
associates in editing the Journal after the 
June issue. Mr. Butters, although a young 
man, is already well known and highly re- 
garded for his work in taxation and public 
finance. We are confident that under his 
editorship the Journal will maintain past 
standards of care and scholarship and that 
it will make further progress. 

W. A. SUTHERLAND 
President 
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NOTE BY RETIRING EDITOR 


I want to take this occasion to express 
my warm thanks to the many persons who 
have added to my pleasures and reduced my 
woes as editor. My principal indebtedness 
is to the new editor, Richard Goode. As 
associate editor he has borne the brunt of 
the work from the beginning. His good 
judgment about manuscripts and his diplo- 
macy in dealing with authors, together with 
his care and taste in editing manuscripts, 
have been invaluable. 

Among the many other persons whom I 
would like in particular to thank are the 
members of the Executive Committee, who 
have voted financial support and have 
granted complete freedom of action, the 
members of the Editorial Board, the edi- 


torial and secretarial assistants, and espe- 
cially the authors of articles, without whose 
uncompensated efforts there would be no 
National Tax Journal. The University of 
Chicago deserves recognition for permitting 
Mr. Goode and me to make the Journal 
part of our work program. 

Finally, I wish to express my appreciation 
to the members of the National Tax Asso- 
ciation for their support of the Journal. 
Both their occasional criticism and their 
occasional praise have been very welcome. 

The new editor knows, I am sure, that he 
has my best wishes and can count on me to 
assist him in any way I can. 


Roy BLouGH 
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